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Description of Business 

Western Air Lines, Inc., is a certificated air carrier engaged in 
scheduled air transportation of passengers, cargo and mail over 
approximately 34,000 route miles. The company was organized 
in 1925 and currently serves 43 cities in 15 states, Canada and 
Mexico. Western has competition from other airlines on substan- 
tially all of its routes. It is regulated by the United States and 
foreign governments. j 
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HIGHLIGHTS OF 1978 
(in thousands of dollars) 
Change 
1978 1977* 1978 vs.1977 
Mee ORCVENUCS fr er. SA's ee dg nl we ke aes $834,513 691,464 21% 
MIDECALINOTCXDENSES 20S ee SA we ETO 779,657 662,010 18 
MDerAlMeuinCOMe sport. 720 ss be ese eee PS 54,856 29,454 86 
Other income (expenses): 
VSL O MGA (GSR aY SiN 3) 9S RRS ROU Thal oes ee rr (20,179) (17,530) die) 
Mernemsal eiOrequipiment..-;i. ons ta) eu cine Bh wm Gace Wak eae es 6,754 4,549 48 
Me AG Se aren, Bec) os he eas eee es ies we a 3,924 3,388 16 
Earnings before provision for taxes on income and 
cumulative effect of a change in accounting principle... .. 45,355 19,861 128 
PEO VISION UO! taxes ONMNCOME. . 6 esc. cle ho we ewe a ca 6,808 Vie ts) 
_ Earnings before cumulative effect of a change in 
PECOUNEINCIOUING PION eee tite ane ho ae hale aoe 38,547 T2724 i: 
Cumulative effect of a change in accounting principle.......... 16,201 — lg 
INCLICATIUINGS, ea eo a ee i ee ie $ 54,748 125724 ck 
PSEC IES ne EOE (OOS I ees Ere. eee ne er 10,447 8,757 19% 
Paviemaole seatsiniles (O00j000). ote 1) gees wn Seer, Sh eee 16,255 14,964 9 
Revenuempassenger:miles(O00/000). wee Saco weds ete es 10,635 8,589 24 
Passenger load factor—actual BE ee ocr Se oa Oe eee 65.4 57.4 14 
-Dreakever (7c) sce Se See eT 61.1 56rk 9 


*Restated. See Note 2 of Financial Statements. 
**Not computed. 


Notice to Stockholders. 


A rule adopted by the Civil Aeronautics Board (“CAB”) in July 
1970, as amended on December 29, 1972, imposes obligations on 
certain stockholders of air carriers. Any person who owns as of 
December 31 of any year or subsequently acquires, either bene- 
ficially or as a trustee, more than 5% of any class of capital stock 
‘of an air carrier must file with the CAB a report containing the 
information required by Part 245.12 of the CAB’s Economic Regu- 
lations on or before April 1 as to the capital stock owned as of 
December 31 and/or a report containing the information required 
by Part 245.13 of the CAB’s Economic Regulations within 10 days 
after acquisition as to the capital stock acquired after December 31. 
Any bank or broker which holds as trustee more than 5% of any 
class of capital stock of an air carrier on the last day of any 
quarter of a calendar year must file with the CAB within 30 days 


after the end of the quarter a report in accordance with the pro- 
visions of Part 245.14 of the CAB’s Economic Regulations. 

Any person required to report under either Part 245.12, Part 
245.13 or Part 245.14 of the CAB’s Economic Regulations who 
grants a security interest in more than 5% of any class of capital 
stock of an air carrier must within 30 days after granting such 
security interest file with the CAB a report containing the informa- 
tion required in Part 245.15. Any stockholder who believes that he 
may be required to file such a report may obtain further information 
by writing to the Director, Bureau of Pricing and Domestic 
Aviation, Civil Aeronautics Board, Washington, D.C. 20428. 


Form 10-K: Stockholders may obtain free of charge a copy of the 
company’s annual report on form 10-K as filed with the Securities 
and Exchange Commission by writing to the Secretary, P.O. Box 
92005, World Way Postal Center, Los Angeles, California 90009. 


LETTER TO SHAREHOLDERS 
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= 


Arthur F. Kelly 


Fellow Shareholders: 


As indicated in the financial data 
and descriptive text of this annual 
report, the year 1978 was an impor- 
tant one in the history of your com- 
pany and the airline industry. 

For Western, it was a record year 
in every respect, with all-time highs 
in net earnings, operating revenues, 
passengers boarded, air freight car- 
ried and many other categories. 

Net earnings were a record $54.7 
million, or $4.09 per share. And, 
although these earnings included a 
credit of $16.2 million (or $1.27 per 
share) from the cumulative effect of 
an accounting change on prior years, 
1978 earnings would have set a 
record without the change. 

Western carried 10.4 million pas- 
sengers in 1978, the first time the 
company has passed the 10 million 
passenger mark in a single year, and 
our load factor of 65.4 percent was 
the highest of any U.S. trunkline. 

Traffic grew dramatically on all 
segments, reflecting the popularity of 
new deep discount fares that were 
introduced during 1978. 

And while this was a year of great 
achievement of which we are all very 
proud, it also ushered in a new era 
in U.S. air transportation. 

As detailed in the Regulatory 
Matters section of this report, the 
Airline Deregulation Act of 1978, 
along with drastic and rapid changes 
in the philosophy of the Civil Aero- 
nautics Board, is bringing to the 
airline industry the greatest change 
since the first Civil Aeronautics Act 
was passed in 1938. 

During 1978, this new regulatory 
climate was manifested largely in the 
area of ratemaking as the CAB lib- 
eralized its policies and permitted 
carriers to introduce, almost at will, 
the greatest array of discount fares 
ever offered to the traveling public. 

These bargain rates, along with a 
high level of consumer spending 
power, stimulated an enormous 
amount of new travel. 

During the first nine months of the 
year in particular, revenues gener- 
ated from this upsurge in demand far 
outgained increases in expenses. 

In the fourth quarter, however, the 


combination of low fares and con- 
tinuing inflation began to have an 
adverse effect on industry earnings. 

In Western's case, the company 
had an increase of 21.5 percent in 
traffic, as expressed in revenue pas- 
senger miles, on an increase of only 
11.0 percent in available seat miles, 
which produced the highest fourth 
quarter load factor in Western’s his- 
tory. However, because 44 percent of 
this traffic moved at a discount our 
average revenue per revenue pas- 
senger mile decreased five percent 
from the same quarter of 1977. As a 
result, the 21.5 percent increase in 
traffic produced only a 15.5 percent 
increase in operating revenues and 
the company suffered a loss of $3.1 
million during the fourth quarter. 
Had we been able to hold our yield 
at the same level as the 1977 fourth 
quarter without any loss of traffic, 
our fourth quarter would have been 
profitable. 

The reversal of this fourth quarter 
trend is our No. 1 priority for 1979. 
However, the task will not be easy. 
On the one hand, we are faced with 
the continuing pressure of increasing 
costs and on the other increased 
competition on our routes and a 
depressed passenger ticket yield. 

On the expense side, we are hope- 
ful that the Federal Wage and Price 
Guidelines will be successful in slow- 
ing the upward spiral in labor costs 
and the prices of goods and services 
we use. Western did an excellent job 
of increasing productivity during 
1978. Our 19 percent increase in the 
number of passengers carried during 
the year was accomplished with only 
a 3.4 percent increase in airplane 
miles flown and an increase of less 
than five percent in the number of 
employees. Nevertheless, our ex- 
penses increased 18 percent for the 
year. These increases and the reasons 
for them are detailed in the Manage- 
ment’s Discussion section. 

Our goal in 1979 will be to again 
increase productivity with the help 
of our employees, who have proven 
amazingly resilient and resourceful 
in meeting the challenges of our 
rapidly changing industry. 

Although our average price of air- 
craft fuel stabilized somewhat during 


1978, we expect a much larger increase 
during the coming year. Increases by 
the Organization of Petroleum 
Exporting Countries (OPEC), other 
costs that oil companies are experi- 
encing and competitive bidding for 
reduced supplies brought on by the 
interruption of production in Iran 
will increase Western’s per-gallon 
costs significantly during 1979. 

Of equal concern to us is the mat- 
ter of supply. As a result of the reduc- 
tion of supplies from Iran and the 
increasing demand for jet fuel 
brought about by the new services 
authorized by the CAB, our industry 
is faced with shortages that could 
cause cutbacks in service. 

Although one major feature of 
deregulation—the freedom to lower 
fares—was a major factor in 1978, 
the other key feature —increased 
competition through liberalized 
market entry —had little actual effect 
on 1978 results. 

However, through the enactment 
of deregulation legislation and a pro- 
competition philosophy of the Civil 
Aeronautics Board the groundwork 
was laid for a substantial increase in 
competition in 1979. As explained 
in the Regulatory Matters section of 
this report, carriers will have con- 
siderable discretion in determining 
what routes they want to fly. 

This freedom to enter markets is 
resulting in new competition and will 
have an effect on airline revenues. 

Also affecting revenues in 1979 
will be the matter of our average 
revenue per passenger mile, or yield. 
While we will continue to provide 
discount fares, one of our major 
goals during 1979 is to reach an 
improved balance in which we will 
reduce the number of discount seats 
available during peak periods and 
increase them during off-peak 
periods. In so doing, we hope to 
stimulate travel and continue our 
traffic growth but at the same time 
raise our yield to a level that is more 
consistent with the cost of providing 
such service. 

As an offset against the increasing 
prices of fuel and other commodi- 
ties, we also plan to seek such fare 
increases as we feel can be justified 
and which will be consistent with the 


Wage and Price guidelines. 

On November 15, 1978, your 
board of directors approved an 
agreement to consolidate with Conti- 
nental Airlines to form a new com- 
pany to be known as Western & 
Continental Airlines, Inc. The details 
of this proposal were submitted to 
you for your approval in our proxy 
statement of February 15, 1979, pre- 
paratory to a special Shareholders’ 
Meeting set for March 22, 1979. While 
awaiting approval of our proposed 
consolidation with Continental by 
the shareholders of both companies 
and the CAB, we have continued to 
operate Western as though no merger 
were contemplated. We have ordered 
new aircraft for future delivery and 
have taken option positions for the 
aircraft that will be needed with or 
without the merger. 

We are continuing to seek new 
routes that will strengthen our sys- 
tem, particularly international routes 
that represent logical extensions of 
the Western Airlines system. These 
include routes to the West Coast of 
Mexico, an Anchorage-London route 
(which has been set down for a CAB 
hearing) and a route between 
Minneapolis/St. Paul and London, 
which could be designated by our 
government as its ‘wild card” selec- 
tion for operation by a U.S. carrier 
under the new U.S.- United Kingdom 
air service agreement. 

Although there are many uncer- 
tainties facing the airline industry 
and the U.S. economy, we believe 
that 1979 should produce a reason- 
able level of profits. We will continue 
to maintain tight controls on costs 
and will concentrate our efforts on 
the two major ingredients of revenue 
generation: continued traffic growth 
and improved yield. 

These are not new challenges to 
the management and employees of 
Western Airlines. With your con- 
tinued support we will meet them as 
we have in the past. 


une 
Chairman of the Board and 
Chief Executive Officer 


President and Chief Operating Ofticer 
March 15, 1979 


YEAR IN REVIEW 


Earnings 


Net earnings in 1978 totaled 
$54,748,000, compared to restated 
earnings of $12,724,000 for 1977. 

The company’s decision to 
change to the flow-through method 
of accounting for investment credits, 
effected in the first quarter of 1978, 
increased the 1978 net by $29,107,000 
of which $16,201,000 was the cumu- 
lative effect of the change from 
prior years. 

For comparative purposes, 1978 
earnings were $38.5 million before 
inclusion of the prior years’ cumula- 
tive effect, exceeding the previous 
record of $23.5 million for 1974. 

The restatement of 1977 earnings, 
as well as those for earlier years, 
is in compliance with the Statement 
of Financial Accounting Standards 
No. 13 which requires that certain 
leases, primarily on flight equip- 
ment, be classified and accounted 
for as capital leases. For financial 
statement purposes, such assets are 
accounted for as if they were owned, 
rather than leased, and therefore the 
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assets and corresponding liabilities 
appear on the balance sheet. 
Western’s rate of return on 
investment for 1978 was 14 percent, 
compared to nine percent in 1977. 
Operating income for 1978 
totaled $54.9 million, up from $29.5 
million in 1977 as a result of a 
21 percent increase in operating rev- 
enues and an 18 percent increase in 
operating expenses. 
Aircraft sales accounted for 
$6.7 million before taxes, compared 
to $4.5 million in 1977. 


Revenues 


The company’s operations gener- 
ated revenues of $835 million, up 
from $691 million in 1977. 

Passenger revenues from sched- 
uled service increased 19 percent to 
$734 million. Cargo revenues in- 
creased 20 percent to $57 million 
and other revenues, including 
charter operations, were up 49 
percent to $44 million. 

The passenger revenue increase 
resulted from a 22 percent increase 
in scheduled traffic. Coach and 
economy passengers accounted for 
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93 percent of the passenger revenues. 

Western’s passenger traffic 
experienced its largest rate of growth 
in Mexico markets, a reversal of the 
downward trend that began after 
the devaluation of the peso in Sep- 
tember 1976. The new Los Angeles- 
Guadalajara route, inaugurated June 
30, accounted for 44 percent of the 
growth in this market. 

The company’s 48 states and 
Canada routes provided 71 percent 
of Western’s passenger revenues. 

Cargo revenues for 1978 were up 
over 1977 as the result of a favorable 
combination of increasing yield (or 
average revenue per ton mile) and 
the amount of cargo transported. 


Expenses 


Western’s operating expenses 
increased to $780 million in 1978, up 
from $662 million in 1977. Wages, 
salaries and employee benefits, 
which represent 40 percent of this 
total, reached $309 million, while 
fuel expenses— 20 percent of the 
total—were $155 million. 


Revenue Dollar Percent 
(dollars in thousands) of total 
Charterinide-d 06.0 kote ore $15,772 2% 
‘Transport: Related 4620) 9 enna 19,886 2 
Other" 5.0.7 2 eee 7,914 i 
Coach passenger service......... 681,664 82 
Deluxe passenger service......... 52,341 6 
Cargo tein ot eee 56,936 Z 
$834,513 100% 


The employee cost increases were 
mainly attributable to the impact - 
of collective bargaining agreements. 
The increased levels of passenger 
traffic brought added costs in the 
areas of commissions to travel 
agents, in-flight service expenses, 
and passenger and cargo claims. 

Of the 12 percent increase in fuel 
expense, 54 percent was caused by 
higher average prices and 46 percent 
because of increased consumption. 

Depreciation and interest expense 
increases were related to the acqui- 
sition of the seven new aircraft. 

Included in 1978 expenses was 
$10 million paid to a struck carrier 
under the Airlines Mutual Aid Pact, 
an agreement which has been ter- 
minated in accordance with provi- 


Holders of common stock were 
paid 40 cents per share through 
quarterly cash dividends of 10 cents 
per share in February, May, August 
and November. 

The 1978 record net earnings in- 
creased shareholders equity to $199 
million at the end of 1978, compared 
to a restated $147 million at the end 
of 1977. Equity per share of common 
stock (or book value) was $12.96, 
compared to $9.28 at the end of 1977. 

As of December 31, 1978, there 
were outstanding 13,010,000 shares 
of Western common stock held by 
approximately 18,200 individuals 
and institutions. Western’s common 
and preferred stock were traded on 
the New York Stock Exchange at the 
following prices: 


Western has 2,992,000 shares of com- 
mon stock reserved for issuance 
upon conversion of its preferred 
stock and an additional 2,119,000 
shares reserved for issuance upon 
conversion of its 54% percent Con- 
vertible Subordinated Debentures. 
Holders of the debentures receive in- 
terest payments on February 1 and 
August 1; the debentures are held by 
555 individuals and institutions. The 
$2.00 Series A Cumulative Convert- 
ible Preferred Stock was held by 
1,935 individuals and institutions, 
who are paid dividends quarterly. 
Western's long-term debt was 
$158 million at the end of 1978, com- 
pared to $101 million at the end of 


sions of the Airline Deregulation Act Common Stock Preferred Stock 
of 1978. 1978 High Low High Low 
Rirsti@uantemenee aay ees cutee ey eis en S 83% 7 2514 MS 
Secondi@uantenmeer ewe ere sey ee a ae es a 12% 7% 30% 2334 
eee Stock and phhirde@ Waterss ae Nesra meee Peay 2 yes. 14% 10% 37 27 
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Western's net earnings per common 1977 
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Materials and services....- 452 2.4% 73,955 9 
ONTMISSIONS le eae eee 41,066 5 
$779,657 100% 


1977. The increase resulted from 
Western's entering into an equipment 
trust agreement in May 1978 in 
which nine insurance companies 
agreed to supply 80 percent of the 
cost of six aircraft delivered during 
1978 and one to be delivered in 1979. 
Under these agreements, the trustee 
receives a security interest in the 
aircraft. When rental payments total 
enough to pay both principal and 
interest on the certificates issued 
under the agreement, Western’s title 
to the aircraft will be free and clear. 
A complete listing of long-term debt 
is contained in Note 8 to Financial 
Statements. 

During 1978, Western entered into 
a new bank loan agreement which 
provides a $125 million revolving 
line of credit until June 30, 1981, at 
which time it can be replaced by term 
notes which will mature on June 30, 
1985. Funds provided by this agree- 
ment are available for the purchase 
of new equipment or for other cor- 
porate purposes. 

Sources of working capital totaled 
$181 million in 1978, compared to 
$147 million in 1977. Of the 1978 


amount, operations provided $81 
million, proceeds from issuance of 
long-term obligations $72 million, 
reimbursements of advance deposits 
for aircraft and facilities $13 million 
and proceeds from the sale of aircraft 
provided $11 million. 

Applications of working capital 
totaled $179 million in 1978. Pur- 
chases of property and equipment 
and advance deposits required $151 
million, reductions in long-term obli- 
gations $21 million and cash divi- 
dends $8 million. Included in the 
advance deposits is approximately 
$35 million for 727s and DC-10s 
scheduled for delivery in 1979. 


Fares and Rates 


Pricing attracted more public 
attention in 1978 than any other 
aspect of the airline business. 

By mid-1978, Super Saver fares, 
which were gaining momentum 
in the early part of the year, were 
available in some form over nearly 
all of Western’s routes. These fares, 
which have had advance booking, 
minimum/maximum stay and ca- 
pacity limitation features, gave the 
industry the opportunity to offer 
bargain rates while controlling their 


availability. In the fourth quarter, 
eight percent of Western’s total 
passenger traffic moved on Super 
Saver fares. 

In order to simplify discounts 
for travelers and at the same time 
gather empirical evidence as to 
whether or not reduced fares were 
economically sound, Western intro- 
duced two innovations to its fare 
structure in the early part of 1978. 

On the Los Angeles-Miami/Ft. 
Lauderdale route, Western intro- 
duced “No Strings” fares effective 
April 13. This had the effect of 
lowering fares across-the-board in 
first class, coach and economy by 
35 to 48 percent with no advance 
purchase, stay or capacity require- 
ments involved. As a result, 
Western's load factors on the route 
increased sharply and the company 
made a small profit on this route 
for the last nine months of 1978. 

Using another concept, Western 
began offering 30 percent discounts 
on all flights operating during “off 
peak” periods in the Las Vegas-Los 
Angeles and Las Vegas-Portland/ 
Seattle markets effective June 30. 
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Overhaul of the 
engines for Western's 
76 jet aircraft is 
performed at the 
company's main main- 
tenance base in Los 
Angeles. Computer- 
generated images of 
terrain enhance the 
realism of simulator 
flight at Western's pilot 
training facility. 


Passenger Revenue—1974 = 100% 
200% 


Because of an increase in the 
percentage of Western's passen- 
ger traffic that was sold at a 
discount in 1978, passenger 
revenue did not increase as fast 


as RPM's. 
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The peak/off-peak pricing concept is 
especially suitable for markets like 
Las Vegas which have high demand 
on Fridays and Sundays and are 
less popular during other periods 
of the week. It also resulted in a 
profit rebound for the short-haul 
Las Vegas-Los Angeles route, which 
had operated at a loss in 1977. This 
concept has since been expanded 

to other Nevada markets and to 
intra-California markets. 

Western also was forced to meet 
discount fares of other carriers in 
order to remain competitive. In 
many markets there also were some 
upward adjustments of basic fares 
during the year; however, the net 
effect on Western’s yield, or average 
revenue per passenger mile, was 
downward, from 7.34 cents for 1977 
to 7.20 cents for 1978. 

Under the new regulatory climate, 
Western and other airlines will be 
allowed to establish fares on a 
market-by-market basis free from 
government restraint. The objective 
is to stimulate price competition 


among airlines. Under the new rules, 
carriers may increase fares 10 per- 
cent in certain competitive markets 
and reduce fares by 50 percent in all 
markets. Peak/off-peak pricing will 
be encouraged. Moreover, first class 
fares no longer must exceed coach 
fares by a prescribed percentage. 

Provisions of the Airline De- 
regulation Act of 1978 provide for 
pre-emption of state regulation 
regarding rates, routes and services 
of air carriers which also have inter- 
state routes. However, the Public 
Utilities Commission of California 
has resisted federal pre-emption and 
has indicated it will continue to 
assert jurisdiction until such time as 
a definitive ruling is obtained 
through the courts. 

The ultimate impact of the new 
regulatory climate related to passen- 
ger air fares is yet to be determined. 
While early 1979 has seen a prolifer- 
ation of free or reduced children’s 
and companion fares, it should 
be pointed out that these are being 
offered during light travel periods. 
Indications are that the limited, 
capacity-controlled discounts of 
1978 will continue to be available 


for the foreseeable future. 

Domestic air cargo is no longer 
subject to the jurisdiction of the 
CAB and carriers are free to set their 
own air freight rates and charges 
without prior notification to any 
federal or state agency. The only 
domestic cargo tariffs which remain 
under CAB jurisdiction involve the 
structure and level of mail rates. 

International passenger and cargo 
rates continue to be subject to CAB 
and foreign government regulation. 


Regulatory Matters 


The regulatory climate under which 
Western and other U.S. air carriers 
operate has changed dramatically 
within the past year. 

While the Civil Aeronautics Board 
remains the primary body responsi- 
ble for airline routes and rates, the 
Airline Deregulation Act of 1978, 
which was enacted in October, and 
changes in regulatory philosophy 
which preceded passage of the Act 
have resulted in a new environment 
for the airlines. 

The Airline Deregulation Act is 
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designed to phase out the CAB’s 
regulatory authority over the airline 
industry. After December 31, 1981, 
the Board will no longer have author- 
ity over route certification and effec- 
tive January 1, 1983, it will be 
deprived of authority over fares and 
intercarrier transactions, including 
mergers. Total abolishment of the 


CAB is scheduled for January 1, 1985. 


In the transition period, the legis- 
lation calls for substantial changes in 
the regulation of air transportation. 
The nature and extent of airline ser- 
vices offered and the pricing of those 
services are to be determined largely 
by market forces. Carriers are to be 
given greater freedom of entry and 
exit from markets and greater free- 
dom for raising and lowering prices. 

The evolution of this new philos- 
ophy of regulation was evident in 
CAB rulings in the months leading 
up to the passage of the Deregulation 
Act. 

The CAB’s initial step was a deci- 
sion to favor carriers offering the 
lowest fares in choosing among 
applicants seeking new authority. 
This approach evolved into a policy 


Fuel Expense —1974 = 100% 
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of “openentry” under which multiple 
awards are being made in most route 
cases. Limited and controlled compe- 
tition, the rule for nearly 40 years, 
has been replaced by free and open 
competition. As a corollary, the 
CAB has adopted a policy of mak- 
ing new awards permissive instead of 
mandatory as had been customary 
in the past. Traffic diversion from an 
incumbent carrier is no longer rele- 
vant in deciding whether to grant 
applications for new authority over 
a route. 

This presents a two-fold impact 
on existing air carriers: a carrier's 
opportunities to obtain route exten- 
sions are increased, while its expo- 
sure to new competition on existing 
routes also is increased. Faced with 
this situation, Western and most air 
carriers have adopted a practice of 
applying for new authority in almost 
every case which the CAB institutes 
in order to gain a potential offset 
for the diversionary impact of com- 
petitive authorizations. 

In addition to the traditional route 
proceedings, the Deregulation Act 
provides for two other methods of 
gaining new route authority: auto- 


costs during 1978. 
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Jet fuel consumption increased 
5.5 percent and the price per 
gallon 6.3 percent, producing an 
increase of 12.3 percent in fuel 


matic market entry and claims for 
unused authority of other airlines. 
Under automatic market entry, each 
carrier may enter one new domestic 
market each year for the next three 
years without CAB approval. In each 
of these years, each carrier also can 
protect one market from automatic 
market entry by other carriers. 

For 1979, Western selected the 
Reno-Seattle/Tacoma route for 
automatic entry. The Minneapolis/ 
St. Paul-Los Angeles route was 
selected for protection against auto- 
matic entry. 

Because of its extremely high 
levels of crew and equipment utiliza- 
tion and evaluation of unused routes, 
the company has not yet laid claim 
to any dormant authority. However, 
this opportunity under the Deregu- 
lation Act may be exercised at any 
time, and Western is continuing to 
study potential markets. 

While it is too early to fully deter- 
mine the impact of new competition 
and new opportunities provided by 
the Deregulation Act, Western will 
inevitably be subjected to increased 
competition on most of its major 
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Reservations and pas- 
senger service person- 
nel handled a record 
number of passengers 
in 1978. Aiding them 
was the company's up- 
dated computer and 
new data processing 
facility which gave 
Western one of the 
finest data-handling 
systems in the industry. 


ie Fuel expense 
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routes. Under automatic market 
entry, two trunk airlines selected 
the nonstop Seattle/Tacoma-Los 
Angeles market while routes from 
California to Phoenix, Las Vegas and 
Reno were the prime targets for car- 
riers who were previously limited to 
intrastate operations. Other carriers 
have applied for and have been or 
will be granted authority competi- 
tive to Western in markets such as 
Twin Cities-Las Vegas/Phoenix/San 
Diego, San Francisco-Portland/ 
Seattle/Tacoma, and Denver-Salt 
Lake City, Denver-Reno and Denver- 
San Diego. 

The Deregulation Act does not di- 
rectly impact international air trans- 
portation since these authorizations 
are subject to government agree- 
ments. However, the new philos- 
ophy of competition is being carried 
by the Administration into negotia- 
tions for new and amended bilateral 
agreements with other countries. 
When more liberal agreements 
permit, the CAB has implemented 
them by granting multiple authoriza- 
tions on individual routes. 

During 1978, Western received 
authority to serve Guadalajara, 
Mexico's second largest city. Non- 


stop flights between Los Angeles and 
Guadalajara were inaugurated on 
June 30. 

The U.S.-Mexico bilateral agree- 
ment, signed in January 1978, also 
provided for new U.S. carrier ser- 
vices between the West Coast and 
the Mexican cities of Mazatlan, 
Puerto Vallarta, Zihuatanejo, Man- 
zanillo and La Paz, Loreto and San 
Jose del Cabo. Selection of the airline 
or airlines to serve these routes is 
currently before the CAB in the Cali- 
fornia/Southwest-Western Mexico 
Route Proceeding. Hearings before 
the administrative law judge were 
held in October 1978. His recom- 
mendation to the CAB is pending. 

Western is also an applicant in the 
Florida-Mexico City Service Investi- 
gation in which the route between 
Miami/Tampa and Mexico City is at 
issue. This route was dropped by Pan 
American during 1978 and Eastern 
Airlines was given exemption 
authority to operate the route until 
a final decision is made by the CAB. 

Two other proceedings in which 
Western is hopeful of receiving new 
international authority involve 
routes between Minneapolis/St. Paul 
and London and between Anchorage 
and London. 


While the U.S.-United Kingdom 
Bilateral Agreement concluded in 
1977 did not specifically name 
Minneapolis/St. Paul as a terminal 
point, it did provide for the nam- 
ing of an additional U.S. city, called 
the “wild card” city, for service by a 
U.S. carrier to London by July 1980. 
The Twin Cities is one of eight U.S. 
destinations being considered for this 
nonstop authority. Should the Twin 
Cities be selected, the CAB has indi- 
cated it will consider Western’s appli- 
cation along with that of another 
carrier for these rights. Comments 
relative to wild card city selection 
were submitted in early 1978 and are 
awaiting board action. 

The U.S.-U.K. agreement also 
contained authority for a U.S. carrier 
to operate between Anchorage and 
London, a route in which Western 
has long expressed interest. An 
Anchorage-London Service Case has 
been instituted by the board to 
consider applications of Western as 
well as those of other carriers for 
this route. 

Western also is an active applicant 
in the Transpacific Low-Fare Route 


Investigation which covers authority 
from all U.S. points to Hong Kong, 
South Korea, Taiwan, Japan, Philip- 
pines, Singapore, Thailand, Sri 
Lanka, India, Indonesia and Malay- 
sia and in the U.S.-Benelux Low- 
Fare Proceeding in which Western 
seeks authority from Anchorage, San 
Francisco and the Twin Cities to 
Amsterdam and Brussels. 

In addition to CAB regulation, the 
Federal Aviation Administration 
regulates the safety aspects of airline 
operations and exercises jurisdiction 
over certain personnel, aircraft and 
ground facilities and other technical 
aspects of operations. The U.S. 
Postal Service has jurisdiction over 
the transportation of mail. 


Marketing 


Western carried 10,447,000 passen- 
gers in 1978, marking the first time 
in its 52-year history that the airline 
had topped 10 million passengers ina 
year. The 1978 record represented a 
19 percent increase over the 8,757,000 
passengers carried in 1977 which had 
been the previous all-time high. 


The availability of bargain dis- 
count fares and their appeal to an 
inflation-weary public brought 
about the surge in 1978 air travel. 

Western’s marketing programs 
were geared for the upsurge and its 
advertising aimed toward the new 
emphasis. An up-dated computer- 
ized reservations system, installed in 
May, gave the company added capa- 
bility for handling the increased 
volume of traffic and its summer 
peaks. This reservations network 
handles in excess of one million 
messages a day from airport, sales 
and reservations outlets. 

Western achieved a 65.4 percent 
average load factor for 1978, which 
was the highest load factor produced 
by a U.S. trunkline in scheduled 
service. 

Travel agency sales contributed 
more than 60 percent of Western's 
passenger revenues during the year. 
In order to improve the links be- 
tween the travel agent and Western’s 
reservations system, the company 
has entered into a program of auto- 
mating travel agencies, thereby giv- 
ing them the latest technology in 
booking and ticketing customers and 
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at the same time reducing time- 
consuming verbal telephone com- 
munications between the agencies 
and airlines. 

The inauguration of the first non- 
stop service by a U.S. carrier between 
Los Angeles and Guadalajara on 
June 30 was heralded by a hard- 
hitting marketing and advertising 
campaign which resulted in excellent 
passenger response. Western experi- 
enced an average load factor of over 
70 percent during the first six months 
of this operation. 

In its major leisure markets, 
Western continued to hold the largest 
share of the market against competi- 
tors to Alaska and Mexico and, as it 
has for the last several years, held 
the No. 2 position in passenger 
boardings to Hawaii in 1978. 

Charter business, which waned 
somewhat with the onslaught of 
individual discount fares, neverthe- 
less increased dramatically for 
Western during the early months of 
1978, with revenues from this source 
growing more than 100 percent for 
the year. 


Western's flight 
attendants received 
new uniforms in mid- 
1978. The new look 
has proven extremely 
popular with the flight 
attendants and 
Western's passengers. 


70% Load Factor— Actual vs. Breakeven 
5 Although breakeven load factor 
increased in 1978, actual load 
factor increased even more, 
producing a profit margin of 
4.3 points. 
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Western’s cargo business, which 
experienced increased competition as 
a result of air cargo deregulation in 
early 1978, maintained a healthy 
growth with revenue ton miles grow- 
ing approximately 12 percent, while 
revenues generated were up nearly 
20 percent. The Mexico air cargo 
market attained the greatest traffic 
increase, 39 percent, reflecting that 
country’s lifting of import restric- 
tions on thousands of items and 
Western's successful efforts in 
developing new cargo business to 
and through Mexico from Europe, 
South America and the Orient. 
Alaska cargo decreased almost three 
percent as a result of new com- 
petition. 

While the new regulatory environ- 
ment is increasing the level of com- 
petition on most routes, new route 
authorizations at the same time are 
providing Western with the oppor- 
tunity to expand its profitable con- 
tract services with other carriers at 
cities the company currently serves. 
Such relationships also are beneficial 
in adding to the volume of Western's 
traffic. Airlines launching service for 


the first time in a city often contract 
with another airline for essential 
passenger and ramp services. This 
represents new business for Western 
at many locations. 


Flight Equipment 


Another source of this type of 
revenue is Western's flight kitchen 
in Anchorage which continues to 
provide catering services to a num- 
ber of international and U.S. airlines 
serving that city. 


In 1979 1980 1981/82 

Operation* Delivery Delivery Options 
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*As of March 15, 1979. 


**Four DC-10s and eleven 727s are leased. One of the 727s that will be delivered in 1979 will be leased. 


(See Note 8 of Notes to Financial Statements.) 


Western made steady progress in 
its fleet planning and acquisition 
programs during 1978. As a result, 
the company increased the efficiency 
of its fleet and made significant 
progress toward meeting federal 
noise regulations. 

During the year 1978, seven 
three-engine jets were added to the 
fleet while seven aircraft which do 
not meet the noise requirements 
were sold at prices in excess of their 
book values. 


The three-engine DC-10s and 
727-200s now comprise more than 
half of Western’s total fleet. These 
aircraft have been deemed best for 
meeting the company’s present route 
and marketing needs while providing 
improved fuel efficiency. They also 
comply with the federal noise regu- 
lations which became effective Janu- 
ary 1, 1977. The company’s plan for 
complying with the regulations will 
require the ultimate sale of 720B’s 


720 B : 


737 


729 


DC-10 


and 707s, modification of an undeter- 
mined number of 737s and sale of the 
balance of those aircraft. 

While there had been indications 
in 1978 that Congress might act to 
provide some financial assistance to 
the airlines for the purpose of retro- 
fitting or replacing noncomplying 
aircraft, no legislation was enacted 
prior to adjournment. 

The level of capacity offered by 
any airline is not only determined 
by the number and size of the air- 
craft in its fleet, but also by the 
utilization of those aircraft, or the 
average daily hours flown. In 1978, 
the average daily revenue utilization 
for all aircraft types was 8 hours 
38 minutes, up from 8 hours 27 
minutes in 1977. 

Western continued to lead all 
DC-10 Series 10 operators in 
average daily utilization with the 
1978 figure of 11 hours 45 minutes 
topping its own 1977 record of 11 
hours 23 minutes. 


Legal Proceedings 


Western and other airlines are parties 
to numerous actions in state courts 


wherein owners of property located 
in the vicinity of major airports, pri- 
marily Los Angeles International 
Airport, are seeking to enjoin certain 
aircraft operations at the airport 
and/or to recover damages because 


of aircraft noise and engine emissions. 


Most of these cases have been 
brought in the Los Angeles County 
Superior Court against the City of 
Los Angeles, which in a number of 
these cases has in turn cross- 
complained against the airlines for 
indemnification. The aggregate 
amount of damages sought in cases 
against the city has been reported 
by the city to be in excess of $3 
billion. The aggregate amount of 
damages sought in actions to which 
Western is a party as cross-defendant 
is in excess of $36 million. 

Western and its counsel in these 
actions feel that the damages claimed 
are not a realistic measure of the 
airlines’ exposure and that in most 
cases the request for relief is wholly 
out of proportion to any actual 
damage that may have been suffered. 
Western's counsel in these actions, 
which also represents most of the 
other airlines, is of the opinion, 
based on the current state of the law, 
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that the airlines have substantial 
defenses to the imposition of any 
liability. Moreover, in each case to 
date in which the issue of the airlines 
duty to indemnify the airport pro- 
prietor has been tried the airlines 
have obtained favorable rulings. 

However, all the issues of law in- 
volved in these matters have not 
been finally settled, and, pending 
further judicial clarification, the 
relative rights and liabilities among 
such owners of adjacent areas, the 
airport operators, the air carriers and 
the federal, state and local govern- 
ments are not entirely clear. Unfavor- 
able decisions against Western in 
these actions could have a materially 
adverse effect on it. Further, any 
liability of airport operators, or the 
granting of any injunctive relief 
against them, could result in higher 
costs to air carriers, for example 
through higher landing fees. 

The California Supreme Court has 


, 


The company opened 
a new terminal build- 
ing at Salt Lake City 
in December 1978, 
providing passengers 
with functional check- 
in facilities, a comfort- 
able Horizon Club 
and the city’s first jet 
bridges. In June, 
Western inaugurated 
service to Guadalajara, 
a Mexican city noted 
for its fountains and 
flowers. 


decided that jet noise damage liti- 
gation is not appropriate for class 
action determination because of an 
insufficient community of interest to 
sustain a class suit. This holding has 
significance with respect to the Los 
Angeles situation where several of 
the cases purportedly are on behalf 
of classes. 

In light of this litigation certain 
communities which own and operate 
airports, including Los Angeles and 
San Diego, have imposed or are con- 
sidering imposition of limitations 
on frequency and timing of airline 
flights or upon the proportion of an 
airline’s fleet which may continue to 
operate without complying with fed- 
eral noise standards. Enforcement of 
such restrictions at a major airport 
served by Western could have a 
materially adverse effect upon its 
operations. 

When the Los Angeles airport 
authorities in 1976 adopted a noise 
regulation similar to that now under 
consideration, several airlines, in- 
cluding Western, challenged the con- 
stitutionality of that regulation in 
federal court and subsequently the 


Los Angeles airport authorities 
directed that enforcement of the Los 
Angeles regulation be withheld 
pending such time as it might be 
approved by the City Council by 
ordinance. As a result of this action 
the litigation challenging the consti- 
tutionality of the Los Angeles regu- 
lation was ordered dismissed but a 
similar action may be instituted 
should the regulation now under 
consideration by the Los Angeles 
airport authorities receive City 
Council approval. 

In the summer of 1978 the Califor- 
nia authorities directed the propri- 
etor of San Diego’s Lindbergh Field 
(the San Diego Unified Port District) 
to extend the curfew hours then in 
effect as a condition of approval of 
the Port District’s application for a 
variance from noise standards 
adopted by the California authori- 
ties. The Port District refused to 
comply and brought an action in 
United States District Court for the 
Southern District of California for 
an injunction restraining California 
authorities from enforcement of their 
directive. Several airlines, including 
Western, intervened in the action on 
behalf of the Port District. On August 
21, 1978, the court issued a prelimi- 


nary injunction on grounds of fed- 
eral preemption. The defendants 
have filed an appeal from the deci- 
sion to the United States Court of 
Appeals for the Ninth Circuit. 
Western and three other airlines 
are defendants in an action brought 
in November 1973 by a defunct tour 
operator-travel agency in the United 
States District Court for the North- 
ern District of California in which 
the defendants are charged with hav- 
ing conspired and attempted to 
monopolize and with actually 
monopolizing the group leisure tour 
market in competition with said 
agency by packaging their own tours 
and appropriating tour packages de- 
veloped by said agency. The com- 
plaint seeks injunctive relief plus 
three times actual damages accord- 
ing to proof plus punitive damages. 
In the opinion of Western’s counsel, 
the action will not result in any 
material liability to Western. 
Western is also involved in various 
other litigation, including certain 
cases alleging discrimination in 
employment practices, that manage- 
ment believes will not have a materi- 
ally adverse effect upon Western. 


Management 


Western's management organiza- 
tion is headed by a board of directors 
which ably represents the business 
and civic interests of the major areas 
the company serves. Directors come 
from Alaska, Hawaii, Mexico, the 
Midwest, the Pacific Northwest and 
the Rocky Mountain States, as well 
as California. 

Four Western officers are members 
of the board of directors. They are 
Arthur E Kelly, chairman and chief 
executive offieer; Dominic P Renda, 
president and chief operating officer; 
Richard P Ensign, senior vice 
president-marketing, and Robert O. 
Kinsey, senior vice president-finance 
and administration. Mr. Ensign, 60, 
and Mr. Kinsey, 62, were elected to 
the board in 1978. 

Mr. Kelly, 66, completed his 41st 
year with Western and his 29th year 
as acompany officer in 1978. He has 
served on the board of directors 
since 1968. Mr. Renda, 65, completed 
his 31st year in the industry in 1978, 
having served as a Western officer 
for 26 of those years and as amember 
of the board of directors since 1973. 

Other principal officers of Western 
include Anton B. Favero, 65, senior 
vice president-operations; James L. 
Mitchell, 57, senior vice president- 
corporate planning; Gerald P. 
O’Grady, 65, senior vice president- 
legal and secretary; Richard O. 
Hammond, 49, vice president and 
treasurer, and Roderick G. Leith, 

50, vice president and controller. 

Mr. Ensign, who previously served 
Western as an officer from 1963 to 
1971, held senior officer positions 
with Pan American World Airways, 
Inc., between 1971 and 1975 when 
he returned to Western. Mr. Mitchell 
served as an officer of Western 
from 1965 to 1968 when he became 
a vice president of Continental Air 
Lines, Inc. He returned to Western 
in early 1977. 

Western's management staff 
reflects a strong combination of ex- 
pertise and experience. The officers 
of Western have an average age 
of 55 years and an average of 25 
years of service with the company. 
Members of the second echelon of 
management average 46 years of age 
and have an average of 19 years of 
service with Western. 


Complete listings of all company 
directors and officers are detailed 
starting on page 32 of this report. 
The principal occupation of each 
Western officer is his position with 
the company. 


Employees 


Western employed an average of 
10,787 people during 1978, com- 
pared to 10,413 during 1977. 

Wages and salaries for 1978 
amounted to $253,188,000, up 17 
percent from the $216,004,000 in 
1977. Social Security and other taxes 
plus company contributions to 
group insurance and employee retire- 
ment plans increased 19 percent to 
$56,257,000 in 1978. 

Western is committed to a policy 
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of equal employment opportunity 
with hiring and advancement being 
determined on the basis of merit and 
ability. This company policy is the 
basis for viable, results-oriented 
affirmative action plans which are 
submitted annually to government 
agencies. 

Labor unions represent approxi- 
mately 91 percent of Western’s 
employees. These unions include 
the Air Line Pilots Association, 
Association of Flight Attendants, 
Brotherhood of Railway and Airline 
Clerks, International Brotherhood of 
Teamsters, Sindicato Nacional de 
Trabajadores de Aviacion y Similares 
and the Transport Workers Union. 

Following is the contractual status 
of each of these collective bargaining 
groups. 


Number of 
Employees Contract Open 
1/1/79 Union for Amendment 
250 IBT Jan. 1, 1979 
(In negotiation) 
i Sls ALPA Sept. 1, 1979 
1,917 ALPA/AFA Dec. 1, 1979 
3,886 BRAC June 30, 1980 
WR BRAC July 1, 1980 
189 SNTA Jan. 18, 1980 
33 TWU Oct. 31, 1980 
31 IBT 3 


*The IBT has recently been certified by the National Mediation Board as the representative of 


this group. 
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Western was 
able to produce 
nine percent 
more seat miles 
with less than 
four percent 
more employees 
in 1978, the cost 
of wages, salaries 
and benefits 
increased 18 
percent. 
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MANAGEMENTS DISCUSSION 


Year 1978 compared to year 1977 

Net earnings for 1978 were $54,748,000 compared to 
restated earnings of $12,724,000 for 1977 (see Note (a) 
to Summary of Operations relating to restatement 
for capitalized leases). As a result of the change to 
the flow-through method of accounting for invest- 
ment credits, net earnings for 1978 were increased by 
$29,107,000 of which $16,201,000 was the cumulative 
effect of the change on prior years. 

Operating revenues for 1978 were $834,513,000 
compared to $691,464,000 for 1977, an increase of 
$143,049,000, or 21% over the previous year. Passenger 
revenue amounted to 83% of this increase, cargo 
revenue 7% and other revenue (which includes 
charter) 10%. 

The following table shows the increases in oper- 
ating revenues and traffic, 1978 compared to 1977. 


1978 Versus 1977 


Increase Percent 
of Total 
Amount Percent Increase 
(000s) 
Operating revenues 
|PECIONGT. 5 See Ge eee Oe $ 119,424 19 83 
Cas. 3 eee 9,323 20 7 
Other (including charter)... . 14,302 49 10 
$ 143,049 21 100 
Revenue passenger miles 
Asiotates and Ganada....... 1,057,860 21 58 
Hel alw cuilipa eae an Sees, SR ee tas 371,988 16 21 
IMIEXI COP Rh Hee rn Se is 210,849 40 A 
NAG ARIES hate feat aes oe ee W/PH, PRES 29 9 
otalischeduled..4-. 4) 


1,812,960 22, 100, 
233,102 109 


2,046,062 24 


Charter (mostly Hawaii)....... 


otalisystemmmns sie 


Cargo revenue ton miles....... 19,028 i 


The increase in passenger revenue was attributable 
to a 22% growth in scheduled traffic over the previous 
year. Average revenue per passenger mile decreased 
1.9% from 7.34¢ for 1977 to 7.20¢ for 1978. General 
fare increases were more than offset by the increased 
use of discount fares. Discount revenue passenger 
miles for 1978 increased to 42% of the scheduled 
revenue passenger miles compared to 33% for 1977. 
Coach and economy passengers contributed 93% 

of the scheduled passenger revenue for both 1978 
and 1977. 

While revenue passenger miles on scheduled flights 
increased significantly over 1977, they were partially 
impacted by a strike against a competing carrier 
whose operations were substantially suspended from 
April 29, 1978, through August 15, 1978. Scheduled 
available seat miles increased by only 7% over 1977. 
This, coupled with a 22% increase in scheduled rev- 
enue passenger miles, resulted in a scheduled load 
factor for 1978 of 65% compared to 57% for 1977. 

Of the four major market areas, the greatest rate 
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of growth in scheduled service was in Mexico, a 
reversal of a downward trend in traffic that had taken 
hold with the devaluation of the peso in September 
1976. The new Los Angeles-Guadalajara route in- 
augurated June 30, 1978, accounted for 44% of the 
growth and 12% of total passenger miles in the 
Mexico market. 

The 48 States and Canada continues to account for 
the greatest portion of the scheduled market growth 
with 58% of the 1978 total. 

Alaska routes, which had a slowing of traffic 
growth in 1977, experienced a 29% rate of growth in 
1978, the increase coming primarily from discount 
traffic. 

Scheduled revenue passenger miles for Hawaii had 
the lowest growth rate of all the markets for 1978, 
but with the inclusion of Hawaii charters, which 
represent 80% of system charters in 1978, the overall 
rate of growth for Hawaii equals that of the 48 States 
and Canada. 

Cargo revenue increased 20% over 1977 as a result 
of the positive combination of a yield increase of 6.7% 
and a 12.1% increase in revenue ton miles. 

Other revenue increased principally from expanded 
charter business in 1978. Charter traffic increased 
109% and charter revenue increased 120%, accounting 
for 60% of the growth in other revenue. 

In the fourth quarter of 1978, average revenue 
per passenger mile (yield) decreased 5% from 7.56¢ 
Ind977 to 7418¢ in 1978, 

A fourth quarter 2.5% fare increase in the 48 States 
was offset by the increased use of discount fares and 
a reduction in deluxe fares to 120% of coach fares. 
Discount traffic represented 44% of total traffic com- 
pared to 31% for the fourth quarter 1977. Total 
scheduled revenue passenger miles increased 22%. 

The combination of increased discount traffic, a 
slowing in the rate of growth of revenue passenger 
miles, and a yield decrease resulted in passenger 
revenue rising by only 16% over the fourth quarter 
of 1977. 

Operating expenses for 1978 were $779,657,000 
compared to $662,010,000 for 1977, an increase of 
18%. Wages, salaries and employee benefits totaled 
$309,445,000 and fuel expense totaled $154,876,000, 
representing 40% and 20% respectively of total 
operating expenses. 

The following table represents increases in selected 
operating expenses, 1978 compared to 1977. 


1978 Versus 1977 


Increase Percent 
of Total 
Amount Percent Increase 
(000s) 
Wages and salaries........... $ 37,184 uy Be 
Employee benefits............ 9,178 19 8 
es ee re 20/02 eee 
Depreciationteene sien etree 4,382 10 4 
FUCA pre-nac Reta een ee ot oe 16,907 12; 14 
Other 
Materials and repairs....... 9,636 25 8 
Gomimissionseaet eee 9,458 30 8 
SeLVices purchased ei ae tae 4,574 2p) 4 
Food and beverage......... 3,536 pS) 3 
Travel—flight crews........ 2,668 25 Z 
Passenger service claims. .... 2,815 Tine W 
Communications eee 1,123 15 il 
©thera a eee eee 16,186 20 14 
49,996 23 42 
Total operating expense.... $ 117,647 18 100 
Available Seat Miles.......... il kelly 9 


Wages, salaries, employee benefits and fuel continue 
to have the greatest dollar impact, accounting for 
54% of the total operating expense increase over the 
previous year. 

Higher rates of pay resulting from scheduled 
periodic increases in collective bargaining agreements 
were primarily responsible for the increase in wages 
and salaries. Of the $37,184,000 increase, 65% was 
attributable to wage rate increases, 19% to increased 
personnel and 16% to other work rules. 

Employee benefit costs are comprised of pensions, 
group insurance and payroll taxes. Pension costs 
accounted for $4,698,000, or 51% of the increase in 
employee benefits, and were up 21% over the previous 
year. Of this increase, 75% was due to improved 
benefits and higher wages while 25% was attributable 
to the increased number of employees. The cost of 
group medical, dental and life insurance rose by 15%, 
primarily because of the impact of inflation on health 
services. Payroll taxes increased 17%, due in the main 
to legislated rate increases and higher wage rates. 

Depreciation expense increased with the acquisition 
of two DC-10 and five 727-200 aircraft during the 
first seven months of the year. The depreciation on 
this new equipment amounted to $4,027,000 for 1978. 

Fuel increased 12% of which 54% was attributable 
to higher average prices and 46% to increased 
consumption. 

Commissions to travel agents were higher as a 
result of two factors: increased traffic and a higher 
percentage of sales made by travel agents. Sales by 
travel agencies were 60% of total passenger sales in 
1978 compared to 57% in 1977. 

The increase in materials and repairs reflects the 
rise in the price of materials and in the cost of outside 
labor required for aircraft and engine maintenance. 
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Services purchased were higher than 1977 primarily 
in two areas: credit card service fees and costs of 
security, janitorial, cleaning and other support ser- 
vices. Service fees were related to increased traffic 
and support services were related to higher rates. 

Food and beverage expenses continued to increase 
from the growth in passenger traffic and to a lesser 
extent, from higher prices. 

Flight crew travel expenses were up 25%, or 
$2,668,000, primarily as a result of a new contract 
provision to provide individual accommodations for 
flight attendant personnel while away from their 
home bases. 

Passenger service claims were up because of 
increased passenger traffic, weather problems and 
changes in mandatory payments related to flight 
interruptions and baggage claims. 

Communications expense increased with the 
installation of additional equipment, increased usage 
of communications facilities and higher service rates. 

Other expenses increased by $16,186,000, attribut- 
able in the main to payments of $9,834,000 to a 
struck carrier under the Mutual Aid Agreement. 

Operating income increased to a record $54,856,000, 
an improvement of 86%, or $25,402,000, over 1977. 
This was caused by a 21% increase in operating 
revenues while operating expenses increased 18%. 

Interest expense increased $2,967,000, or 15%, with 
the issuance of equipment trust certificates to finance 
the acquisition of one DC-10 and five 727-200 air- 
craft. The gain on sale of equipment reflects the sale 
of seven aircraft in 1978. This is part of Western's 
continuing program to replace its older aircraft and 
improve the overall efficiency of its fleet. 

The fourth quarter of 1978 experienced a slightly 
higher overall rate of increase in operating expenses 
over the fourth quarter 1977. While labor and em- 
ployee welfare increased at a lower rate, 15% compared 
to 18% for the year, depreciation was 18%, fuel 15% 
and other 24%. This, coupled with an increase of 
only 15% in operating revenues, resulted in a loss of 
$3,131,000 for the fourth quarter 1978 compared to 
earnings of $1,397,000 for the fourth quarter of 1977. 

Provision for taxes on income is reconciled to the 
tax rate of 48% in Note 7 to Financial Statements. 


Year 1977 compared to year 1976 

Western’s net earnings for 1977 were $12,724,000 
compared to $13,996,000 for 1976. Net earnings for 
1977 included $2,400,000 resulting from the extension 
of depreciable lives of 727 and 737 aircraft and 
$2,100,000 from gain on sales of aircraft. Net earnings 
for 1976 included $600,000 and $930,000, respectively, 
from these items. 

Increases in operating revenues in 1977 over 1976 
resulted from growth in traffic, and to a lesser degree, 
increases in passenger yield. Passenger revenues 
constitute close to 90% of Western’s operating rev- 
enues and 93% of passenger revenues came from coach 
and economy travelers. 

The following table shows increases and decreases 
in operating revenues and traffic. 


1977 Versus 1976 


Increase/Decrease Percent 
————— of Total 
Amount Percent Increase 
(000s) 
Operating revenues 
ASSEN GeIne eae ins ke sd: $ 70,393 13 81 
(CHIROYs ees Bee 9,687 26 il 
Other (including charter)... . 6,179 27 8 
$ 86,259 14 100 
Revenue passenger miles 
ASsotates and Canada. 44. . 489,931 al WS: 
OW wir See se Sob ch 190,565 9 29 
INE CIE. alae ey eee ae 30,946 6 5 
INICXIGORP ENE oer ee os (55,468) (9) (9) 
Total scheduled........ 655,974 8 100 
Charter (mostly Hawaii)...... 98,969 87 
Wlotalisystemi. 5 c004 5. - 754,943 10 
Cargo revenue ton miles...... 22,336 Wy 


Although revenue passenger miles on scheduled 
flights increased in 1977, the growth was smaller than 
in 1976 because traffic on Western’s Mexico routes 
declined in 1977. This decline was caused by the 
devaluation of the peso, which had an unfavorable 
effect on sales in Mexico. The Los Angeles-Miami and 
Honolulu-Vancouver routes, added to the company’s 
system in the summer of 1976, contributed 69% of 
the increase in revenue passenger miles in 1977 
compared to 21% in 1976. 

Of the four major areas shown in the chart above, 
the fastest growing area in 1977 was the 48 States 
and Canada. Although the Los Angeles-Miami route 
contributed significantly to this growth rate, the 
remainder of the 48 States and Canada market also 
experienced an increased rate of growth. 

Most of the 1977 increase in traffic on Hawaii 
routes came from the Honolulu-Vancouver segment. 
The rate of growth on other Hawaii segments de- 
creased in 1977, as did the rate of growth of seats 
offered for sale in this market. 

Alaska routes, which experienced the highest 
growth rate in 1976, continued to grow in 1977 but 
the rate of traffic growth decreased because of the 
completion of the oil pipeline. 

The four percent increase in average revenue per 
passenger mile in 1977 was caused by fare increases 
and, to a lesser degree, a reduced proportion in the 
use of discounted fares. 

Cargo revenues for the past three years have 
increased primarily because of traffic growth. In 
addition, 1977 revenues were increased by $2,000,000 
from current and retroactive mail rate adjustments. 

“Other’ revenues increased principally from 
expanded charter business in 1977. 

Operating expenses in both periods increased 
largely because of inflation and expanded operations 
with wages, salaries and employee benefits and fuel 
having the largest dollar impact. Increases in these 
categories represent 71% of the total increase in oper- 
ating expenses and of this roughly two-thirds relates 
to inflation and one-third to expanded operations. 


Periodic wage increases in collective bargaining 
agreements were primarily responsible for increases 
of $36,716,000 (16%) during 1977 in wages, salaries 
and employee benefits. Pilots, flight attendants, and 
mechanics and related employees and stock clerks 
reached amended agreements in 1977. The higher 
wage rates resulting from these agreements had a 
significant effect on expenses starting in the second 
half of 1977. 

Employee benefit costs, consisting mainly of pen- 
sions, group insurance and payroll taxes, increased 
$9,130,000 (24%) in 1977. Pensions increased in 1977 
because of higher wages for all employees and 
improved benefits as provided for in the amended 
agreements. The cost of group insurance benefits was 
higher in 1977, and payroll taxes increased because 
of legislated changes. 

Fuel expense escalated by $29,690,000 (27%) in 1977 
because of higher prices and greater consumption. 
Higher prices represented 65% of the increase in 1977 
with 35% coming from greater consumption. 

The reduction in depreciation expense in 1977 
reflects reductions from the extension of the depre- 
ciable lives of 727 and 737 aircraft from 12 years 
to 15 years and 14 years, respectively, partially offset 
by added costs from the acquisition of seven 727-200 
aircraft. 

Materials and repairs expense increased $4,423,000 
(13%) in 1977. The 1977 increase reflects higher costs 
for parts and scheduled airframe maintenance. 

Commissions to travel agents increased $4,391,000 
(16%) in 1977 because of traffic growth and a higher 
proportion of total sales being made by travel agents. 

Increases infood and beverage expense of $2,775,000 
(13%) in 1977 resulted from more passengers being 
carried and higher costs. 

Operating income in 1977 decreased $5,992,000 
(17%) despite traffic growth and some fare increases 
because Western was unsuccessful in offsetting in- 
flated operating expenses that were coupled with 
expanded operations. 

Gain on sales of equipment reflects the disposition 
of four aircraft in 1977. 

Provision for taxes on income is reconciled to the 
tax rate of 48% in Note 7 of Notes to Financial 
Statements. 


TEN YEARS OF WESTERN PROGRESS 


Years prior to 1978 have been restated. See Note (a). 
(In thousands except per share amounts and other items indicated by*) 


Summary of Operations 


Operating revenues: 


Total operating ,eventies a. 5. uae cae ee ee ee 


Operating expenses: 
Wages, salaries'and‘employ.ee,benetits 7.427) ae ie a) ee 
Fuel. «is fis, Sxecy GR ee ae ere ne 


Other? ig} ice. Fo SO ee TA ee ee 
Total operating expenses. caer et © 0 atin ee cee en ee 


Operating income:(loss). tas eg oie cee ee 
Interest, principally on long-term’ obligations. ya. 6 ee 
Interest: capitalized’, p5 Opie ee ee eee 
Gain onsale of equipment 2.5 20s ani ei a ae ae oe 
Other income: (expense)inet: .) oor a eee ee ee ee 


Earnings (loss) before provision for taxes on income and cumulative 
effect of changes/in. accounting principles.ny) aac ae) 2 eee 
Provisionfortaxes.on inCome= ge oe eee ee ee ee 


Earnings (loss) before cumulative effect of changes in accounting principles... . 
Cumulative effect of changes in accounting principles 4°... eee ee 


Net earnings (loss) 02. oi) te es et ee 
Preferred stock dividend/requirement.... 24-50. ee ee 


Net'earnings (loss) available forcommonistock.-- 1 14.e ee ee 


Earnings (loss) per common share?: 
Primary: 
Before cumulative effect of changes in accounting principles............... 
Net earnings (loss) jccc.5, 63-4 ee et Se & ee es, 
Fully diluted: 
Before cumulative effect of changes in accounting principles............... 
Net earnings (1088) ‘53 oo sos.g-agen aes iy See ene ea 
Pro-forma amounts assuming the accounting changes are applied retroactively“ ®: 
Net earnings (loss) <4 cea seow.6 ech eny 8 1, Sisoursmeed abil co fet eee 
Net earnings (loss) per. commonishare—primaty 24) <. ns eee 
Net earnings (loss) per common share—fully diluted’....................4. 
Gash dividends.paid per share on;commom stock sa 


Other Financial Data 


Return on investment '(% )* 2 eo ce eae ee 
Average commonishares outstanding tea. ert 
Shareholders’ equity 353.02 oe eee ee 
Long-term: obligations: q.. ose. ee ee ae ae 
Property and equipment —nets.4. a ee ee eee ee RENEE ne RT 
Total‘assets': 8s. a's, fod ral es De ee Pee eee 


Operations 


Airplanes:operated at endobiyear= 2 ....0-e et ee a ee ee 
Passengers Carried fo: i955 Mid on tne anne lca Seen 2 etd ee ae ee 


Available seatemniles i022 5, o.5os bas eee os chet Ree ea 
Revenue passenger. miles: .2.4 a0 a acae ae eee oe eee ane ee 
Passengerload tactor—acturali(% Vicar eee es 
—breakeven: point (%)3 82 oe Se oe ee ee 
— profit margin (point difference)? =. 4=...45 1 ee 


Average'revenue per passengerimile” 4... 420 cae ae ee ee 


Average length in miles per passengertrips... 2. 3 ee 
Operating expense per avatlable’seat mile*J2.4-....-. 4.5.4.2). oe ee 
Cargo revenue ton miles. oc 5 08 ok oo tee nl cee ae rte eae 
Average number ofemployees™ 4.05. 344 a re 


PAA A 


$ 


$ 


1978 


734,005 
56,936 
43,572 


834,513 


309,445 
154,876 

47,094 
268,242 


779,657 


54,856 

(23,089) 
2,910 
6,754 
3,924 


45,355 
6,808 


38,547 
16,201 


54,748 
2,397 


ep peies | 


2.82 
4.09 


LAO 
3.04 


38,547 
2.82 
2.15 
0.40 


14.0 
12,795 
198,502 
265,746 
919,737 
703,940 


78 

10,447 
16,254,879 
10,634,848 
65.4 

61.1 

4.3 

.0720 

994 

.0480 
176,319 
10,787 


1 


614,581 
47,613 
29,270 


691,464 


263,083 

137,969 
42,712° 

218,246 


662,010 


29,454 

(20,122) 
2,592 
4,549 
3,388 


19,861 
7 lot 


12,724 - 


12,724 
567 


12,157 


0.96 
0.96 


0.85 
0.85 


14,743 
1.12 
0:97, 
0.40 


om 
12,659 
147,439 
214,465 
427,942 
574,943 


far 

8,757 
14,963,762 
8,588,786 
57.4 

56.1 

3 

.0734 

966 

.0442 
157,291 
10,413 


1976 


544,188 
37,926 
23,091 


605,205 


226,367> 

108,279 
43,465° 

191,648 


DOI; 7 59 


35,446 

(17,127) 
786 
1,809 
1,237 


22,151 
8,155 


13,996 


13,996 


13,996 


1.03 
1.03 


0.92 
0.92 


14,515 
1.07 
0.95 
0.40 


9.5 
13,601 
112,055 
192,537 
978,573 
515,084 


TS - 


8,098 
3,450,395 
7,833,843 

58.2 
56.0 

2.2 
.0705 
963 
0424 
134,955 
9,799 


1975 


465,081 
S1o27 
22,963 


518,973 


201,661 
93,134 
40,239° 

170,846 


505,880 


13,093 

(14,788) 
440 
379 
3,919 


3,043 
(1,445) 


4,488 
7,160 


11,648 


11,648 


0.30 
0.77 


0.29 
0.70 


6,958 
0.46 
0.44 
0.47 


2.9 
15,163 
133,862 
175,350 
367 ,607 
488,339 


75 

Tod 
11,696,478 
7,102,917 
60.7 

59.7 

1.0 

-0665 

942 

.0433 
108,619 
9,357 


1974 


1973 


437,345 376,722 
27,662 23,040 
23,390 21,524 

488,397 421,286 

182,334 165,363 
71,437 44,510 
44,085 41,183 

148,367 i paypaore 

446,223 378,179 
42,174 43,107 

(16,428) (14,457) 

1,161 1,489 
9,575 945 
4,222 3,235 
40,704 34,319 
17,188 14,436 
23,516 19,883 
23,516 19,883 
23,516 19,883 
1.55 1.32 
1.55 132 
1.38 1.18 
1.38 1.18 
28,980 19,016 
1.92 1.26 
1.69 1:43 
0.39 0.23 
12.4 11.9 
15,125 15,050 

129,314 110,830 

167,404 177,956 

350,313 316,372 

448,832 431,702 

72 74 

7,391 7,382 
11,123,544 11,175,518 
6,747,451 6,476,087 
60.7 57.9 

56.1 52.5 

4.6 5.4 

.0660 0593 

902 877 

.0401 0338 
95,239 76,474 
9,696 9,826 


1972 


342,851 
20,819 
10,321 


373,991 


147,282 
40,137 
38,376 

122,433 


348,228 


25,763 

(13,227) 
1,453 
582 
2,114 


16,685 
901 


10,784 


10,784 


10,784 


0.72 
0.72 


0.66 
0.66 


12,549 
0.83 
0.76 
0.08 


8.5 
15,030 
94,404 

158,621 
262,095 
372,743 


iM. 

6,931 
10,300,178 
9,995,925 
58.2 

54.6 

3.6 

.0578 

865 

.0338 
76,233 
9,383 


19 


1971 


295,807 
20,231 
12,009 


328,047 


127,075 
38,663 
37,299 

106,838 


309,871 


18,176 
(14,372) 
116 
1,349 
3,114 


8,383 
2,962 


SeePAl 


5,821 


9,821 


6.8 
15,012 
84,510 

181,593 
242,031 
372,011 


70 

6,206 
9,776,869 
appa ula is.) 
Soe 


1970 


274,792 
18,745 
9,926 


303,463 


1355116 
S7,507, 
38,639 

101,566 


290,678 


12,785 
(17,631) 

3 

111 

1,009 


(3,723) 
(3,243) 


(480) 


(480) 


(480) 


(0.03) 
(0.03) 


(0.03) 
(0.03) 


2,215 
0:15 
0.15 


5.9 
5,011 
78,654 

205,028 
Zo, 509 
389,272 


TD, 
6,188 
9,839,299 
5,159,081 
52.4 
SWALe 

(0.2) 
.0542 
834 
0295 
68,646 
8,961 


1969 


220,530 
16,472 
5,245 


242,247 


97,100 
32,857 
lays Wats) 
89,311 


254,482 


(12,235) 
(15,939) 
689 
26 
(151) 


(27,610) 
(15,235) 


(12,375) 


(12,375) 


(12,375) 


(0.82) 
(0.82) 


(0.82) 
(0.82) 


(10,840) 
(0.72) 
(0.72) 

0.16 


14 
15,010 
LIAS 

227,346 
315,484 
402,142 


78 
5,752 
8,509,441 
4,021,296 
47.3 
53.2 

(5.9) 
FOS om 
699 
.0299 
60,514 
9,286 


NOTES APPLICABLE TO FIVE YEARS ENDED DECEMBER 31, 1978 


(In thousands of dollars except per share amounts) 


(a) As of August 31,1978, Western changed its method of accounting for leases to conform to Statement of 


Financial Accounting Standards (SFAS) No. 13. The effect of this change in accounting method was to restate 


the Summary of Operations as follows: 


1977 1976 1975 1974 
Decreases in operating expenses. es ee ee ne ee J ev 5,588 4,532 3,814 
(Increases) invinterest expenses ena cehoe se ee er ee (10,472) (7,452) (5,824) (4,933) 
Decreases ainedeterned tederallincome;taxes et amr emnnr een nen near eer 1503 895 620 ay 
(Decreases) in earnings before cumulative effect of changes in accounting 
principlesandinebiearmings .wee Aalto cetera eee eee ee $ (1,638) (969) (672) (582) 
(Decreases) in earnings before cumulative effect of changes in accounting 
principles and net earnings per common share: 
Primary, sche, ica ek ete, Mean RR a lA np Pe ere RS RE ee $ (0.13) (0.07) (0.04) (0.04) 
Fra yi cept 2 a ae ree eh 8 ae are, yc (0.10) (0.06) (0.04) (0.03) 


Because Western capitalized leases, earnings before cumulative effect of changes in accounting principles 


and net earnings for 1978 were decreased by $2,159 or $0.17 per common share (primary) and $0.12 per 
common share (fully diluted). 


See Note 2 to Financial Statements. 


(b) Effective January 1, 1976, Western amended certain employee benefit plans to comply with pension legislation 
and to streamline benefits. In addition, the actuarial method was changed for one plan and certain actuarial 
assumptions were changed for all plans. These amendments and changes decreased expenses for 1976 by 


approximately $1,200; earnings before cumulative effect of changes in accounting principles and net 
earnings were increased by approximately $600, or $0.04 per common share (primary) for 1976. 


(c) Effective January 1,1978, the estimated depreciable lives of five 707 aircraft were extended from 12 years to 
15 years. For 1978, depreciation expense was decreased by approximately $1,800; earnings before cumulative 


effect of changes in accounting principles and net earnings were increased by approximately $1,508 or 
$0.12 per common share (primary). 


Effective October 1, 1976, the estimated depreciable lives of fifteen 727 aircraft and twenty-four 737 aircraft 
were extended from 12 years to 15 and 14 years, respectively. For 1977 and 1976, depreciation expense was 

decreased by approximately $4,800 and $1,200; earnings before cumulative effect of changes in accounting 
principles and net earnings were increased by approximately $2,400 and $600 or $0.19 and $0.04 per common 


share (primary), respectively. 


Effective January 1, 1975, the estimated depreciable lives of eighteen 720B aircraft were extended to acommon 


expiration date of December 31, 1978. For 1975 depreciation expense was decreased by approximately 


$5,300; earnings before cumulative effect of changes in accounting principles and net earnings were increased 


by approximately $2,600, or $0.17 per common share (primary). 


The changes in 1978, 1976 and 1975 reflected management’s decision to continue using these aircraft beyond 


the time at which they would have become fully depreciated. 


(d) Mutual aid payments included in other operating expenses amounted to $9,834—1978, $899—1976, 
$4,832—1975 and $1,203—1974. 


(e) In 1975 Western changed its method of accounting for costs of major flight equipment maintenance from 


one of charging such costs to reserves (accumulated by charges to income on an hours-flown basis) to 


one of direct expensing of such costs as incurred. The $7,160 cumulative effect of this change on prior years 
($13,785 less deferred income taxes of $6,625) is included in net earnings for 1975. This change had no other 
material effect on net earnings for 1975. The pro forma amounts reflect the retroactive effect of this change 


on net earnings. 


(f) If Western did not follow a policy of capitalizing interest related to deposits on aircraft purchase contracts, 


earnings before cumulative effect of changes in accounting principles and net earnings would have been 


decreased as follows: $2,078—1978; $1,088 —1977; $198 —1976; $28—1975; and $412—1974. Earnings before 


cumulative effect of changes in accounting principles per common share (primary) and net earnings per 
common share (primary) would have been decreased by $0.16—1978; $0.09 —1977; $0.01—1976; and 
$0.03—1974. Earnings before cumulative effect of changes in accounting principles and net earnings per 
common share would not have been affected in 1975. 


(g) The provision for taxes on income before cumulative effect of changes in accounting principles is summarized 


as follows: 
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1978 1977 1976 17/5 1974 


Current income taxes: 


Federal: 
EROVISIOMNGE. oes Eg AR Cog SET ROT a Se ee $23,447 10,875 8,550 (7,980) 10,700 
Imvestmentrereditseapp liens sew aici ne are ee (23,447) (11,900) (4,145) Pye) (5,375) 
zg ee (1,025)* 4,405 (5,425) 5,325 
Seiad a Br AL ree iets An? OUR oe ee RT A Re ee en ee 1,814 1,150 1,075 225 ibLBWhs: 
Deferred federal income taxes: 
Cee te ee a He A eT Pcs Pky (2,655) (2,063) 1,455 9,285 7,763 
Investment credits: 
Esp SS len Bo io tlt a ee ge (15,240) (3,791) (1,925) (4,024) (5,934) 
ranstenredatol (toi) GuImentar ares lee ars ee 23,447 11,900 4,145 (2,555) SVs 
S55Z 6,046 3,675 2,706 7,204 
Weferrecdunvestment creditss sa aaa uae fei on ee eee es _ 3,791 ODS 4,024 5,934 
7,366 9,962 11,080 1,530 19,838 
Amortization of deferred investment credits................... (558) (2,825) (2,925) (2,975) (2,650) 
$ 6,808 VERY 8,155 (1,445) 17,188 


*The Tax Reform Act of 1976 provides for 100% application of unapplied investment credits against federal income tax liabilities for 1977 
and 1978. This 100% application is reduced 10% annually until 1980. Under the Revenue Act of 1978 the application remains at 80% in 1981 
and returns to 90% in 1982 where it remains thereafter. 


(i) 


Effective January 1, 1978, Western changed its method of accounting for investment credits for financial 
reporting purposes from the deferral to the flow-through method. The pro forma amounts appearing on the 
Summary of Operations display the effect of retroactive application had the new method been in effect 

in prior years. See Note 7 to Financial Statements. 


In 1975 the Internal Revenue Service concluded examinations of Western's federal income tax returns 
through 1972. Western was successful in accelerating depreciation for tax purposes which resulted in a refund 
for certain of the years under review. The provision for taxes on income for 1975 includes reclassifications 
relating to timing differences (decreased current federal taxes of $4,025 and restored deferred investment 
credits of $1,130, which are offset by increased deferred federal income taxes of $5,155). 


Earnings per share data are based on the weighted average number of shares of common stock outstanding 


_ during the respective years, adjusted when applicable to give retroactive effect to 5% and 3% stock dividends 


paid in 1974 as follows: 1978 —12,795,000, 1977 —12,659,000, 1976 —13,601,000, 1975 —15,163,000 and 1974 — 
15,125,000. The fully diluted per share data are based on the following number of shares: 1978 —18,215,000, 
1977 —15,913,000, 1976 — 16,066,000, 1975 —17,628,000 and 1974—17,590,000. Net earnings are reduced by 
dividends on preferred stock to determine primary net earnings. 

Cash dividends per share are stated on the basis of Western’s shares outstanding at the date such dividends 
were declared. 


ACCOUNTANTS’ REPORT 


PEAT, MARWICK, MITCHELL & Co. 
CERTIFIED PUBLIC ACCOUNTANTS 
555 SOUTH FLOWER STREET 
LOS ANGELES, CALIFORNIA 90071 


The Board of Directors 
Western Air Lines, Inc.: 


We have examined the Balance Sheets of Western Air Lines, Inc. as of December 31, 1978 and 1977 and 


the related Statements of Earnings, Shareholders’ Equity, and Changes in Financial Position for the years then 
ended. Our examinations were made in accordance with generally accepted auditing standards, and accordingly 
included such tests of the accounting records and such other auditing procedures as we considered necessary 

in the circumstances. 


In our opinion, the aforementioned financial statements present fairly the financial position of Western Air 


Lines, Inc. at December 31, 1978 and 1977 and the results of its operations and the changes in its financial position 
for the years then ended, in conformity with generally accepted accounting principles consistently applied 
during the periods except for the change, with which we concur, in the method of accounting for investment 
credits as described in Note 7 of Notes to Financial Statements; and after restatement for the change, with which 
we concur, in the method of accounting for leases as described in Notes 1 and 2 of Notes to Financial Statements. 


Los Angeles, California 


Psat, Wi aruieh, Wy aedtl # be. 


February 2, 1979 


7a 


BALANCE SHEETS 


WESTERN AIR LINES, INC. 
December 31, 1978 and 1977 


(in thousands of dollars) 


ASSETS 


Current Assets: 


1978 1977* 
Ge eer ome ee GEE enn ek ch ee ey $ 6,306 6,748 
Certifteates- Of deposits e255 tn) ae eee ee 10,268 14,710 
Commercial paper at cost and accrued interest 
(which-approximrate marker) ae nee re 48,686 27,459 
65,260 48,917 
Receivables (net of allowance for doubtful accounts 
of $1/532—1978 and: $1594 197 7 eo eee 92,039 70,790 
Flight equipment expendable parts, at average cost | 
(less allowance for obsolescence of $12,365 —1978 
ands $1T, 914 TOF: \ a eee ey cde heer gee ee 14,263 13,645 
Prepaid expenses and other current assetse see ee 7,809 6,379 
Total‘ current-assets’..4 9.7533 ee 179,371 139,731 
Properties and Equipment at Cost (Notes 2, 3, 4 and 5): 
Flight equipment....2.0.. <<... as oy eee eee 694,908 601,010 
Facilities and: groundiequipment:.. aa ee 1177833 105,574 
Deposits on aircratt: purchase conttacts). 1-0 ae eee 36,820 40,641 
849,561 747,229 
Less allowance for depreciation and amortization.......... 329,824 319,283 
919,737 427,942 
Deferred Charges and Other Assets............. aL ee 4,832 7,20 
$703,940 574,943 


*Restated. See Note 2. 
See accompanying notes to financial statements. 
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LIABILITIES AND SHAREHOLDERS’ EQUITY 


Current Liabilities: 


SE eCIOUNM GUA ADIC MEU a when dee an ane ciigict Al ehud: cum kag 
Salaries, wages and vacation benefits payable........... 
mreeruedsiiailities (Notes<o andi7 ie .o2. ao. ek 
PenUnMere Acie, ADI LEV enous oa Miley es, ern ees een Aus wae a 
Srimcae pOrllOnnOu Ce Der oge8 ees nese Gs wean oe 
@urrent portion’ of capital leases (Note 2). .........5.5 <4 


Total current liabilities. ....... ..%..-. 02.45.6405. 


Long-term Obligations: 


Me Ot mr Per Meera Wiig es asl cles Nas tion” Shes lel ens 
Mii algleases (WN OLE 2) nm orto os See ees See es 


Deferred Credits (Note 7): 


Wererred tederal taxes Ol Income |. +5 .2-2o6.05506505. 
Unamortized investmentcredits... . <mecas a. andes oe « 6. 


Shareholders’ Equity (Notes 8, 9,10 and 11): 
Preferred stock — authorized 25,000,000 shares 
$2.00 Series A Cumulative Convertible 
$25.00 stated value per share 


Issued 1,197,000 shares—1978 and 1,200,000 shares —1977 


Common stock —authorized 35,000,000 shares 
$1.00 par value per share 


Issued 13,010,000 shares—1978 and 12,659,000—1977........... 
PNCEIOn ale Dalcarieeaital ee ts nr sha as inet os 8a es 
Retineccarhinesm rey Seely Arak kets oa 


Commitments and Contingent Liabilities (Notes 2 and 4) 


1978 1977" 
$ 41,330 30,880 
32,819 Pie Mieke) 
20,005 Vi Vora 
66,588 46,764 
10,864 8,300 
6,647 6,053 
78,5255 141,137 
158,043 100,661 
107,703 113,804 
265,746 214,465 
53,9592 48,400 
1,851 18,610 
5,636 4,892 
61,439 71,902 
29,923 30,000 
13,010 12,659 
30,792 2d 224 
124,777 Vid hye ey 
198,502 147,439 
$703,940 574,943 


STATEMENTS OF EARNINGS 


Years ended December 31, 1978 and 1977 


(in thousands of dollars except per share amounts) 1978 1977 
Operating revenues: 
Passengers «i. 3-2. oak 2:0 Rens Cee te $734,005 614,581 
Care! sa. wesc t eco id he barter eee SEE Oe cet Sl Nee 56,936 47,613 
Other cise & oS ee ee ee ee 43,572 29,270 
834,513 691,464 
Operating expenses: 
Wages, salaries and employee benefits (Note 6)................. 309,445 263,083 
Fuse] occ ks see os a ee 154,876 137,969 
Depreciation‘and amortization (Notes)... 0 ori eee 47,094 42,712 
Od ats) eee RR as SON Ae ee ee Ameer PRT OE! (Ae Tere Bo Gok ay Bh 268,242 218,246 
779,097 662,010 
Operating income <i) shear ee 54,856 29,454 
Other income (expenses): 
Interest, principally on long-term obligations.................. (23,089) (2059223) 
Interest Capitalized’. + a2.2 oe 2 oer es ee 2,910 2,092 
Interest incOme 7 2. ord athe ee ee 3,666 2,002 
Gain on sale of equipment.2...70.6- ae ee 6,754 4,549 
Other nets & gach a See ee 258 1,086 
(9,501) (9,593) 
Earnings before provision for taxes on income and 
cumulative effect of a change in accounting principle... . . 45,355 19,861 
Provision for taxes on income (Note.7 inci 8 ee 6,808 WAAL) 
Earnings before cumulative effect of a change in 
accounting principles...) = ee 38,547 12,724 
Cumulative effect of a change in accounting principle 
(Note: 7 soos ne tesens x al or een Gane ee 16,201 _ 
Net earnings: o6...c0. ee ee 54,748 12,724 
Earnings per Common Share (Note 12): 
Primary: 
Earnings before cumulative effect of a 
change in accounting principles $ 2.82 0.96 
Cumulative effect of a change in 
accounting: principled Note.7) esas ane ee 1,27 _ 
Net earnings... sto en eee ee ee er $ 4.09 0.96 
Fully diluted: 
Earnings before cumulative effect of a 
change in accounting principlew rs ssee ee eee oe $ 2.15 0.85 
Cumulative effect of a change in 
accounting principles(INGte 7). 0.89 — 
Net'earmnings 20.5 crn. tence Rae ay tee bce eae eb ran eee $ 3.04 0.85 
Pro forma amount assuming the accounting 
change is applied retroactively (Note 2): 
Net? Carmine ig 2h siete ae gear ark tae ete aa en a ieee $ 38,547 14,743 
Per common share: 
Primaryerns S6e settee Scene Rane es eae $ 2.82 Ter2 
Pulby\ diluted 2.2.25 eaecter ciaro eh er eee ee ee 2.15 0.97 


*Restated. See Note 2. 
See accompanying notes to financial statements. 
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STATEMENTS OF CHANGES IN FINANCIAL POSITION 


Years ended December 31, 1978 and 1977 
(in thousands of dollars) 1978 1977* 


Sources of Working Capital: 
Earnings before cumulative effect of a change in 


BEC OUMEINS DrINCIDIG (NOTE 7) are flan Soe ea eet be ed $ 38,547 12,724 
Add (deduct) items which did not affect working capital: 

Wepreeiation and amortization (Note 3)..% <<. sce kd ok oe 46,715 41,918 

Taxes (Note 7): 
WelerreceanCOMebaXeS ort eee ee Sas eA Syisiey” 6,046 
Dererrequnvestment Credits +55 sd hen ee we ve ob eve 2 3,791 
Amortization of deferred investment credits............... (558) (2,825) 
Sali Ou- sale OUeAUIPMeNnte sab c ta ea ee ea ee os (6,754) (4,549) 
CSNANC SS aoe aes, RARE Seek ea ec NR os og (2,246) (2,942) 


Total from operations before cumulative effect 
Giarchaneemaccounting principles... ok «6 ss. ou pated at: 81,256 54,163 


Cumulative effect of a change in accounting principle 
in 1978, amounting to $16,201, which did not 
Mee A WOLKING Capital (NOC |e, se ts oo ea ee ee — — 


Wit al ELOMMODCLALION Se eet mee asd es en! adie den ho ce les 81,256 54,163 
Proceeds from issuance of preferred stock (Note 10)............. — 30,000 
Reimbursements of deposits and capital expenditures 

MpOMOCOUISITION- Of aircratt and faculties... .2as.45 01 e406 12,633 1o/725 
iececcs TOM sale -OmequipMents qume 6 05,6 ok oe Gos oe ee 10,794 7,924 
Proceeds from issuance of long-term obligations................ 71,785 38,292 
MoniversiolmOmecoentures. 2 <6 a4 uu ok is LG De ee 3,550 — 
CU GUESTA CS Se ne a eetie cies ne i ee 317 (2,000) 

181,335 147,154 


Applications of Working Capital: 
Purchase of property and equipment and 


FACE ViALICES TERETE OT ett ar ty are RO er er ns ch ga 150,747 110,193 
Reduction of long-term obligations including 
ELANShers tO Curren btaDilities ei, noc eee Oe in Ge 20,540 16,404 
SiC tCL CICS ee tee eee eed es eae ae ee ee a em 7024 5,630 
178,811 DS25227 
Increase InGWwOrking Capital 7 on ee re en ce ae $ 2,524 14,927 
Summary of Increases (Decreases) in Working Capital: 
Cash, certificates of deposit and commercial paper.............. $ 16,343 Rite” 
RC CCIVADICSe Serger re Pee a eee NN RE ys cena casnlol. 5 @ ats 21,249 8,349 
Expendable parts and prepaid.expenses <5. .5%. 0. wi. . «eo Ses oO 2,048 (2,551) 
Accounts payable, airline traffic liability, accrued 
ACO NertADM sesame erent rae Rok TA. econ ea Soin (37,116) 5,347 
INGUIN CT CaSO tema tee ante eek odoin. ae ela ra Ee ot $ 2,524 14,927 


*Restated. See Note 2. 
See accompanying notes to financial statements. 
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STATEMENTS OF SHAREHOLDERS EQUITY 


Years ended December 31, 1978 and 1977 


(in thousands of dollars) 


Preferred 
Stock 
$25.00 
Stated 
Value 
Balance at January 1, 1977, as 
previously reported......... $ ~ 
Adjustment to reflect 
capitalization of leases* ...... ae 
Balance at January 1, 1977, as 
Testated <n. ot eee ee as 
Issuance of preferred stock... . 30,000 
INetearnings ey sneer ee ae —_ 
Cash dividends 
Préeferred'stock +). ee 8 
Commonistock eee eee == 
Balance at December 31,1977*. .. 30,000 


Exercise of stock options. .... — 
Conversion of debentures.... . = 
Conversion of preferred 

SOCK etx ook gi cee eee eae (77) 
Netearmings ner wer — 
Cash dividends: 

Preterred'stock= -) = — 

Gommonistock, 627) ee = 


Balance at December 31, 1978 


(Notes 87.97 10vandilil) Rare cee $29,923 


*Restated. See Note 2. 
See accompanying notes to financial statements. 


NOTES TO FINANCIAL STATEMENTS 


(in thousands of dollars except per share amounts) 


Note 1. Summary of Significant Accounting Policies. 
Property and Equipment 


Property and equipment, exclusive of residual values, 
are depreciated over estimated useful lives by the 
straight-line method. Leases primarily for flight equip- 
ment are classified and accounted for as capital leases 
under SFAS No. 13. All financial data for periods 
prior to 1978 have been restated to retroactively 
reflect these capital leases from the inceptions of the 
leases. FASB Interpretation No. 23, effective Decem- 
ber 1, 1978, requires that leases of terminal space and 
other airport facilities owned by governmental 
authorities be classified as capital leases unless all 
conditions for exemption are met. Because of the early 
adoption of SFAS No. 13, Western has accounted for 
such leases entered into prior to December 1, 1978 

as operating leases. (See Note 2.) Maintenance and 
repairs are expensed as incurred. Major renewals and 
betterments are charged to property and equipment 
accounts. 


Common 

Stock Additional 
$1.00 Paid-in Retained Shareholders’ 
Par Value Capital Earnings Equity 
12,659 28,937 70,004. LTT StOO 
— — (5,045) (5,045) 
12,659 28,937 70,459 112,055 
— (1,710) oa 28,290 
— — T2724 I27 24 
—_ _ (567) (567) 
ae — (5,063) (5,063) 
12,659 2 nat TT390 147,439 
33 256 — 289 
310 3,240 aa 3,590 
8 69 — — 
— — 54,748 54,748 
- — (2,397) (2,397) 
—_ = (5,127,) (5127) 
13,010 30,792 124 777 198,502 
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Preoperating Costs 


Significant costs, such as those for traffic promotion 
and personnel training, related to the inauguration of 
service over major new routes and to the introduction 


‘of new types of aircraft are deferred and amortized 


over five years. 
Interest Capitalized 


Interest related to deposits on aircraft purchase 
contracts is capitalized and amortized over the useful 
lives of the aircraft. 


Investment Credits 


Effective January 1, 1978, investment credits are 
reflected as a reduction of federal income tax expense, 
subject to statutory limitations, in the year during 
which the credit arises or is allowable based on 
financial statement earnings. For previous periods, 
investment credits generated by acquisition of assets 


to the extent used to reduce federal income tax liability 
were amortized to income on a straight-line basis 
over the useful lives of the related assets. (See Note 7.) 


Obsolescence of Expendable Parts 


An allowance for obsolescence of expendable parts 
is accrued over the useful lives of the related aircraft 


types. 
Airline Traffic Liability 


Passenger ticket sales are recorded as a current 
liability until recognized as revenues for services 
provided by Western, refunded, or until billed by 
other carriers for transportation provided by them. 
The related receivable and payable accounts for prior 
years have been reclassified to conform with the 
financial statement presentation in 1978. 


Note 2. Lease Commitments. 


Western leases flight equipment and facilities and 
ground equipment. Lease terms for flight equipment 
range from 114 to 15 years for 727 aircraft and from 
15 to 18 years for DC-10 aircraft. Lease terms for 
facilities and ground equipment range up to 29 years. 

As of August 31, 1978, Western changed its 
method of accounting for leases to conform to State- 
ment of Financial Accounting Standards (SFAS) 

No. 13. The effect of this change in accounting method 
was to decrease retained earnings at January 1, 1977 
by $5,045 and to restate the Statement of Earnings 
for 1977 as follows: decrease operating expenses by 
$7,321, increase interest expense by $10,472, decrease 
deferred federal income taxes by $1,513 and decrease 
earnings before cumulative effect of a change in 
accounting principle and net earnings by $1,638 or 
$0.13 per common share (primary) and $0.10 per 
common share (fully diluted). 

The effect of capitalizing leases on 1978 was to 
decrease earnings before cumulative effect of a change 
in accounting principle and net earnings by $2,159 or 
$0.17 per common share (primary) and $0.12 per 
common share (fully diluted). 

The assets and related obligations for capital 
leases were initially recorded at an amount equal to 
the present value of future minimum lease payments 
using incremental borrowing rates at the inceptions 
of the leases. The assets are amortized over the life 
of the lease by the straight-line method. Interest 
expense is accrued on the basis of the outstanding 
obligations under capital leases. Leased equipment 
under capital leases is included in the balance sheets 
at December 31, 1978 and 1977 as follows: 


1978 1977 
Bligh tequrpmient rei seeene erin $126,310 126,310 
Facilities and ground equipment....... 3,278 2,967 
129,588 129,277 

Less allowance for depreciation 
ANGEAMOLLIZALL ON eee eee 38,944 30,513 
$ 90,644 98,764 


At December 31, 1978, minimum lease payments 
under leases expiring after December 31, 1979 were 
as follows: 
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Capital Operating 
Leases Leases 
BOTA IS, co ado aha: Ailes bae ee OU $ 17,038 10,955 
LOSOR ET eee tne Cr ey tns Sas a 16,994 11,641 
BBSRC Ihe Gels Hake Rt ca fr Bucher gene acd ar ie 16,860 11,432 
OSD Peer eee Pee ern eae ae 16,860 10,970 
LO 8 3 reer ae I a aOR ries ne 16,860 10,697 
iiherealtcree eae eae a ae 105,786 115,788 
Total minimum lease payments. ... . 190,398 171,483 
Less: Amount representing 
INIECKECS Eade eet hee Fer Aue er oe 76,048 
Present value of obligations — 
capital leases......... 114,350 
Less: Current portion of 
Canitallleasecsey wat ae ene ee 6,647 
Long-term obligations — 
Capitaleleasese, Gwe yee eee $107,703 


*Amount necessary to reduce minimum lease payments to present 
value calculated at Western’s incremental borrowing rates at the 
inceptions of the leases. 


Rental expense for operating leases for 1978 
amounted to $15,239 ($14,079—1977). 


Note 3. Depreciation and Amortization. 


The estimated useful lives and residual values of 
aircraft are as follows: 


Estimated Residual 


Useful Life Value 

DIC S Oe aes hoes eee en ee 16 years 10% 

OES RO rea SES DONT SRE ART eee 15 years 15% 

Sie Ds ae se Ee ef sa peck sg 14 years 15% 

TRUE rte ce iy te oY RR Seca ey Rene ee 15 years 15% 
EAD) Shay Cte a tiet eter SER te Fully depreciated 

at December 31, 1978 $100 


Effective January 1, 1978, the estimated depreciable 
lives of five 707 aircraft were extended from 12 years 
to 15 years. For 1978, depreciation expense was de- 
creased by approximately $1,800; earnings before 
cumulative effect of a change in accounting princi- 
ple and net earnings were increased by approximately 
$1,508 or $0.12 per common share (primary). This 
change reflected management’s decision to continue 
using these aircraft beyond the time at which they 
would have become fully depreciated. 

The estimated useful lives of ground equipment 
range from four to ten years. For buildings and im- 
provements on leased property, the estimated useful 
lives are generally the periods of the leases. 

“Other” operating expenses included deprecia- 
tion and amortization of $725 in 1978 ($334—1977). 


Note 4. Commitments and Contingent Liabilities. 


At December 31, 1978 Western had on firm order six 
Boeing 727-200 aircraft which are scheduled for 
delivery in the spring and summer of 1979 (including 
one aircraft to be leased beginning in July, 1979), 

and two McDonnell Douglas DC-10 aircraft which are 
also scheduled for delivery in 1979. Western had made 
advance payments on these aircraft on order in the 
approximate amount of $34,700. The balance of the 
purchase price payable on delivery of the aircraft 
will be approximately $94,000. Western also had 
options to purchase ten additional Boeing 727-200 


aircraft and four additional McDonnell Douglas 
DC-10 aircraft for delivery in 1980 and 1981 at a 
cost estimated to aggregate $294,600 of which $1,550 
had been paid. 

In January 1979 Western exercised options to 
purchase five Boeing 727-200 aircraft and two 
McDonnell Douglas DC-10 aircraft for delivery in 
1980 and at the same time obtained options to pur- 
chase the same number of both types of aircraft for 
delivery in 1982. 

Outstanding commitments for flight equipment 
modifications and spares amounted to approximately 
$10,610 and for facilities and ground equipment 
amounted to approximately $4,901 at December 31, 
1978. 

For information regarding the status at December 
31, 1978 of legal proceedings, see ‘Legal Proceedings” 
on page 12 in this Annual Report. 

For discussion of possible impact of environ- 
mental regulations, see ‘Flight Equipment” on pages 11 
and 12 in this Annual Report. 


Note 5. Description of Impact of Inflation (Unaudited). 


Inflation is reflected in operating expenses in the year 
in which the price increases occur except for the cost 
of replacing capital assets. Historically, because of 
the regulatory process, fare increases have lagged 
behind these price increases. 

Replacing capital assets, primarily aircraft and 
ground property, with assets having equivalent pro- 
ductive capacity has usually required a greater capital 
investment than was required to purchase the original 
productive capacity. These higher acquisition costs 
reflect the cumulative impact of inflation. 

Western's annual report on form 10-K (a copy 
of which is available upon request) contains informa- 
tion with respect to year-end 1978 replacement cost 
of productive capacity and the approximate effect 
which replacement cost would have had on the com- 
putation of depreciation expense for the year. 


Note 6. Retirement Plans. 


Western has retirement plans which cover substan- 
tially all employees. Western makes contributions to 
the company-sponsored plans which, together with 
the participants’ required contributions, are sufficient 
to fund current service costs annually and prior 
service costs over 10 to 20 years. Actuarial gains 
and losses are amortized over ten-year periods. 

The cost of retirement plans including the 
union-sponsored plan charged to operating expense 
amounted to $26,606 for 1978 ($21,908 —1977). The 
increase was caused by increases in wages, higher 
enrollments and improved benefits. 

For selected plans, the actuarially computed 
value of vested benefits exceeded the pension funds’ 
assets by approximately $2,343 at the most recent 
valuation date during 1978. 

Unfunded prior service costs of the plans 
amounted to approximately $20,078 at the most 
recent valuation date during 1978. 


Note 7. Taxes on Income. 


The provision for taxes on income before cumulative 
effect of a change in accounting principle is sum- 
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marized as follows: 


1978 1977 
Current income taxes: 
Federal: 
Prowisionicc. 2 eo Re eee $23,447 10,875 
Investment credits applied......... (23,447) (11,900) 
—* | ties 
Statein toc eee tee et ee ee 1,814 1150 
Deferred federal income taxes: 
Provisioni., sees see eee ( 2,655)  ( 2,063) 
Investment credits: 
Applied’: x. een oe ey eee (15,240) ( 3,791) 
iiransterredatorcunrent pee een eee 23,447 11,900 
Syetey? 6,046 
Deferred investment credits........... — 3,791 
7,366 9,962 
Amortization of deferred 
investment. credits. eee ( 558) ( 2,825) 
$ 6,808 Weley/ 


*The Tax Reform Act of 1976 provides for 100% application of 
unapplied investment credits against federal income tax liabilities 
for 1977 and 1978. This 100% application is reduced 10% annually 
until 1980. Under the Revenue Act of 1978 the application remains 
at 80% in 1981 and returns to 90% in 1982 where it remains 
thereafter. 

Effective January 1, 1978, Western changed its 
method of accounting for investment credits for 
financial reporting purposes from the deferral to the 
flow-through method. Investment credits generated 
during 1971 and prior years remain on the deferral 
method. Under the flow-through method, investment 
credits are reflected as a reduction of federal income 
tax expense, subject to statutory limitations, in the 
year during which the credit arises or is allowable 
based on financial statement earnings. Under the 
deferral method, no recognition had been given to 
investment credits until utilized to reduce tax liabili- 
ties, at which time they were deferred in the accounts 
and amortized over the useful lives of the assets giving 
rise to the credit. Western believes the newly adopted 
accounting principle is preferable because it is the 
method used by the majority of publicly-held 
companies in the United States and the change will 
improve the comparability of Western’s results of 
operations with other companies utilizing the 
flow-through method (particularly those in the air 
transportation industry). Western has received the 
consent of the Secretary of the Treasury to change to 
the flow-through method of accounting for invest- 


. ment credits for financial reporting purposes, which 


consent is required by the Revenue Act of 1971. 

The cumulative effect of the change on years 
after 1971, amounting to $16,201, has been included 
in net earnings for 1978. The effect of the change on 
the results for 1978 was to increase earnings before 
cumulative effect of a change in accounting principle 
by $12,906, or $1.00 per common share (primary) 
and net earnings by $29,107, or $2.27 per common 
share (primary). The pro forma amounts appearing 
on the Statements of Earnings display the effect of 
retroactive application had the new method been 
in effect during 1977. 

Of the $18,610 unamortized investment credit 
balance at December 31, 1977, $10,548 remained from 
investment credits utilized by reduction of taxes 


paid and $8,062 related to investment credits not yet 
utilized for reduction of taxes paid. The $1,851 
unamortized investment credit balance at December 
31, 1978 represents investment credits generated in 
1971 and prior years. 

Investment credits unapplied on tax returns 
amounted to $1,389 and $9,596 at December 31, 1978 
and 1977, respectively. 

Deferred income taxes arise from timing dif- 
ferences between financial and tax reporting. The tax 
effects of these differences on the provision follow: 


1978 1977 

WEDLECIALIONUE Re iie Steed ne a oe ee $ 109 (1,623) 
G@apitalized leasesa aise gee eee 6 hae (£108) (si3) 
ntenesticapltalized a) 44 aa seen eo eae 1,124 679 
Preaperating .expensem. «2a... ss. = (502) (668) 
Emiployeeibenefits. .:.4.. 662.622 ne Jes (2,201) 792 
“cha. iS ial seg ne (77) 270 
$(2,655) (2,063) 


A reconciliation between the amount of reported 
taxes on income and the amount computed by multi- 
plying earnings before provision for taxes on income 
and cumulative effect of a change in accounting 
principle by the federal statutory tax rate of 48% 
follows: 


1978 1977 
Wiaxesromeincomerab4ovore ss ae $21,770 9,533 
Increases (reductions) in taxes 
resulting from: 
Amortization of deferred 
fMVeStMeNt. Credits | ae > ees: (558) (2,825) 
Investment credits recognized on 
flow-through method. ............ (15,240) — 
State income taxes net of federal 
incomesitaxs benetit=e ae 42 es ae a: 943 598 
@iinecrpenredet: eins atom ew ate Re (107) (169) 
SaxesroOmMiIncOMe., occ es ht wee he oe $ 6,808 Ted) 


The federal income tax returns for 1973 through 1976 
are being examined. 


Note 8. Debt. 


A December 31, 1978 and December 31, 1977 debt 
(excluding amounts maturing within one year) was: 
1978 1977 


Secured: 
9.55% equipment trust certificates 
due May 1, 1993 with semi-annual 
principal payments starting 


INovember 11979 3s es ee $ 69,221 — 


Unsecured: 

Senior 

514% installment notes due 
September 1, 1981 with annual 
principal payments on 
September 1 of $4,000........... 

658% installment notes due 
September 1, 1984 with annual 
principal payments of $2,000 on 
September 1 which will increase 
toro, OOORINA OS 2a 2 et wees ce es 

834% installment notes due 
November 16, 1985 with 
quarterly principal payments 
Of S760 starting im 1OS1 mee aa 15,362 


8,000 12,000 


25,000 27,000 


197362 
54,362 
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Subordinated 
514% convertible subordinated 
debentures due February 1, 1993, 
with annual sinking fund payments 


of $1,500 starting in 1980........ 24,480 28,055 
10% subordinated sinking fund 
notes due April 15, 1984, less 
unamortized discount of $119, 
with annual sinking fund 
Paymentsiotss2, S00 seen oewees 15,980 18,244 
40,460 46,299 
$158,043 100,661 


As of July 1, Western entered into the 1978 Bank Loan 
Agreement with an agent bank and twenty-one other 
banks superseding the 1976 Bank Loan Agreement. 
The 1976 Bank Loan Agreement dated July 1, 1976 
provided Western with a $75,000 revolving line of 
credit. The interest rate on funds borrowed was 12% 
over the lead bank’s prime commercial rate. 

The new agreement provides Western with a 
$125,000 revolving line of credit until June 30, 1981. 
At this date the line of credit can be replaced by term 
notes not to exceed $125,000 which will mature on 
June 30, 1985 with quarterly payments of principal 
starting September 30,1981. The interest rate on funds 
borrowed is equal to the agent bank’s prime com- 
mercial rate until June 30, 1980 when it will increase 
to 44% over such rate. The interest rate on the term 
notes is equal to 2% over the agent bank’s prime 
commercial rates. At December 31, 1978, $125,000 
was available for future drawdowns. 

The commitment fee is ’2% per annum on the 
unused portion for both agreements. 

Although the bank loan agreements do not 
require compensating balances, Western has infor- 
mally agreed to maintain on deposit average balances 
equal to 10% of the total credit available plus 10% 
of borrowings. Accordingly, during 1978 the average 
balance maintained amounted to approximately 
$10,500 ($7,800 during 1977) and an average of $13,000 
would have been maintained on deposit based on 
available credit at December 31, 1978 ($6,300 —1977) 
after adjustment for the estimated float of $3,500 
during 1978 ($3,200 during 1977). 

The agreements relating to this line of credit 
and other long-term debt contain provisions which 
limit retained earnings from which restricted pay- 
ments (cash dividends and purchases of Western’s 
common stock) can be made. The most restrictive of 
these provisions limited amounts available for such 
payments to $40,415 at December 31, 1978 ($16,653 — 
1977). These agreements also contain, among other 
things, requirements pertaining to cash and working 
capital levels and provisions which may restrict 
additional borrowings. 

As of May 1, 1978 Western entered into an 
equipment trust agreement whereby nine insurance 
companies agreed to lend to a bank, as trustee, 80% 
of the cost of seven aircraft (two DC-10s and five 
727s) but not to exceed $99,190 in the aggregate and 
Western agreed to supply the remaining funds to 
enable the trustee to purchase the aircraft. These loans 
are evidenced by equipment trust certificates, issued 


by the trustee and guaranteed by Western. Under 
these agreements the trustee receives a security inter- 
est in the aircraft. When rental payments sufficient 
in amount to pay the principal and interest on the 
certificates have been made, Western’s title to the 
aircraft will be free and clear. 

During 1978 certificates in the amount of 
$71,785 were issued by the trustee in connection with 
the delivery of one DC-10 and five 727 aircraft. An 
additional DC-10 aircraft will be financed pursuant 
to this agreement in the spring of 1979. 

The following schedule shows the amount of 
long-term debt due in each of the five following 


Note 9. Stock Options. 


calendar years, including the additional equipment 
trust certificates but excluding borrowings under the 
revolving line of credit: 


TOF co Meese as, aiGeaicg sunny a ae ate $11,843 
1980 28 a ae ee eee 16,885 
1981 As Sa eee tere eee 19,957 
VOB Dec mye erceens pean ea oes a eee ee 20,957 
TOBS Se Fs oak Rihanna Reva ge eee 20,957 


At December 31, 1978 and December 31, 1977, 
2,119,000 and 2,429,000 shares of common stock 
were reserved for conversion of debentures at a con- 
version price of $11.55 per share. 


Western had a qualified stock option plan adopted in 1964 for officers. This plan expired April 30, 1978. 
The company presently has a nonqualified stock option plan adopted in 1974 for officers and key personnel. 


These plans are summarized as follows: 


January <1) 1977 ice sees tee a OE eee Tee er te ee 


@ptions granted eee 


Optionsiexercised ska 4a oe te ees ee ee ce ee 
Optionsicancellediandiexpired#s aa eee ee ea ee ee eee 
Balance: December 3171977 pee ie et es a een ee ee 
Options: granted s.5-0 pee Pee ee eee ger re 
Options exercised! sa a. ene: Banos eee ci aie ee era 
@ptions;cancellediandtexpired aay see inne ne ee 


BalancesMecember 31419786 tae ee ee re 


Shares exercisable at: 


December 3171978 oo ans ee a oe ee Le ee ee 
Decémbér31 19775 ek ec ea ee reer eee 


1974 Plan 1964 Plan 
Number Number 
of Average of Average 
Shares Price Shares Price 
382,075 $9.14 97,473 $11.48 
378,500 8.28 _ — 
(36,155) 9.30 (21,862) 13.36 
724,420 8.68 TOOL 10.93 
116,280 Hegel — — 
(33,315) 8.69 = - 
(16,550) 8.54 (75,611) 10.93 
790,835 $8.56 — $ — 
484,261 $8 .82 — $ — 
353,136 8.94 75,014 10.93 


At December 31, 1978, 201,730 shares were reserved under the 1974 stock option plan for the issuance of 


future grants. 


Note 10. Issuance of Preferred Stock. 


On October 6, 1977, 1,200,000 shares of $2.00 Series A Cumulative Convertible Preferred Stock were issued 
at a stated value of $25 per share. The shares of preferred stock are convertible into common stock at the 
rate of 2.5 shares of common stock for each share of preferred stock, subject to adjustment under certain 


conditions. 


Note 11. Proposed Consolidation. 


Western has entered into an Agreement of Consolidation with Continental Air Lines, Inc. calling for the con- 
solidation of the two companies into a new company. The agreement has been approved by the respective 
boards of directors, and is subject to approval by the stockholders of both corporations, by certain of their 


lenders, and by the CAB. 


Note 12. Earnings per Common Share. 


Earnings per common share are based on the weighted average number of shares of common stock outstanding 


during the respective periods. 


Adjustment of net earnings: 
Primary: 


INetiearnings fc ce ak es hin: Tacha os Nai en as fe, Perea 
Preferred dividends sox cryin utes dec ae ine hee eas an ee 


1978 1977 

Earnings Before Cumulative Net Net 

Effect of a Change in Accounting Principle Earnings Earnings 
. $38,547 54,748 12,724 

2,397 2,397 567 

$36,150 52,351 12157, 
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Fully diluted: 


INGSe TEATS ANE GYDA, & alous ota Gu toums A aes Us, ye Pe ey on 5 Dea er oa) elles SMe ne ete ae kn $38,547 54,748 12,724 
Reduction in interest expense, net of provision for taxes on income, for the 

assumed conversion of 544% convertible subordinated debentures............. 680 680 742 

Adjusted net earnings assuming full dilution............................ $39,227 55,428 13,466 


Adjustment of shares outstanding (in thousands): 


Were htedkaveragersharessoutstandine eri mcr enaci-e etree ns hed eons er oe 12,795 12,795 12,659 
Adjustment assuming full dilution: 
Assumed conversion of subordinated debentures......................00-00. 2,312 2,312 2,539 
Assume cuconversionton preremedistock samara. see ee le eae ee 2,997 2,997 715 
PASSUIMTIC OUEXCICISCLOlS COCK: OPLlONS amen Rte s cert en ae cers sce ee ae ee ac ee 111 111 = 
Total average common shares assuming full dilution...................... 18,215 18,215 15,913 
Earnings per common share: 
PUA: & ais -6-chc author uavel Gaugh SiaNeR Gl otaan joe Uns ais nusns decane eet on ee en $ 2.82 4.09 0.96 
onllvacliliite hearers seer hari tana nee ee rat Mane Noe ts MeN od, tole ea me aan eee 7 Ws 3.04 0.85 


Note 13. Summarized (unaudited) quarterly financial data for 1977 and 1978 is as follows: 


Three Months Ended 


March 31 June 30 September 30 December 31 
1977 
@ Mer atin cane VENUES Meet mee cyanea is eee es Ss Renee ee urn SN $164,748 165,181 188,825 L723 710 
@perabin cainCommenme wart ee yt cae eet eae en Aen oe ogi Se 5,806 1,942 18,610 3,096 
INGiRC ATI? Supeneweeree Rear yy eS ee Pee ene can er 1,678 1,278 8,371 1,397 
Net earnings per common share: 
| PESveqN AE nas oin Bid oh a BORE S ts Pen aes. GeRtve Om hee cictean aee e ny emee 0.13 0.10 0.66 0.07 
EColivaclil ute cipaeerce te ae eats ty en Ae ene et i tea Fang. 0.12 0.10 0.56 0.07 
1978 
@penabinomeventiessy wie mie ee ee ta eee a. 192,200 201,870 241,023 199,420 
@neratinesmcomes(|Oss) ewes ase une eee eee 11,072 11,541 33,226 (983) 
Earnings (loss) before cumulative effect of 
Ghangesiintaccounting principles mes ei ie ne eae 10,486 5,513 25,679 (3,131) 
INetearmiIness(1OSs) be retaae eee ar, eee ta hes eee en ober tener 26,687 5,513 25,679 (3,131) 
Earnings (loss) before cumulative effect of a change 
in accounting principle per common share: 
DTG eT See es a a ee A CS Rama Sr oe ee ork oe aver Pi 0.78 0.39 1.95 (0.29) 
Fublvediltited squetines Bi... vee eee beens poeta ten li 0.59 0.31 1.41 (0.29) 
Net earnings (loss) per common share: 
[Sata ea ae te I, bes ren Bend ee 2.06 0.39 1.95 (0.29) 
Fully clube Mates cane Be hc Mes eee eee eee cr 1.49 0.31 1.41 (0.29) 


Western extended the depreciable lives of certain aircraft which had the following effects on quarterly results: 
for each quarter in 1977, operating income was increased by approximately $1,200; net earnings were increased 
by approximately $600 or $0.05 per common share (primary). For each quarter in 1978 operating income was 
increased by $450; earnings before cumulative effect of a change in accounting principle and net earnings were 
increased by approximately $422 —first quarter 1978, $350—second quarter 1978, $366—third quarter 1978 and 
$370—fourth quarter 1978, or $0.03, $0.03, $0.03 and $0.03 per common share (primary). 

Western changed to the flow-through method of accounting for investment credits which increased 
(decreased) earnings before cumulative effect of a change in accounting principle for the first, second, third and 
fourth quarters of 1978 by approximately $4,337, $235, $9,816 and ($1,482), or $0.34, $0.02, $0.76 and $(0.11) 
per common share (primary). 

Fourth quarter 1978 operating revenues and income include $870 from current and retroactive mail rate 
adjustments, which increased net earnings by $729. Fourth quarter 1977 operating revenues and income include 
$2,000 from current and retroactive mail rate adjustments, which increased net earnings by $1,000. 

Estimates of the annual effective tax rate are made quarterly. Had each of the 1978 quarterly estimates 
been made on the basis of the year’s actual effective tax rate, earnings and per common share (primary) amounts 
before cumulative effect of a change in accounting principle would have been: 


Three Months Ended 
March 31 June 30 September 30 December 31 


Eamingsr loss) ape rumr tn Same a cision hae ee ee en $9,401 7,823 25,691 (4,368) 
Remcommonshaned (prinaty,) Misc nea ae eee er 0.69 0.57 1-95 (0.38) 
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